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The  first  alternative  we  considered 
was  to  make  no  change  to  the  procedure 
payment  designations.  This  would  mean 
that  we  would  pay  for  the  five 
procedures  we  are  designating  as 
permanently  office-based  and  the  seven 
procedures  we  are  designating  as 
temporarily  office-based  at  an  ASC 
payment  rate  calculated  according  to  the 
standard  ratesetting  methodology  of  the 
revised  ASC  payment  system.  We  did 
not  select  this  alternative  because  our 
analysis  of  the  data  and  our  clinical 
review  indicated  that  all  five  procedures 
we  are  designating  as  permanently 
office-based,  as  well  as  the  seven 
procedures  that  we  are  designating 
temporarily  as  office-based,  are 
considered  to  be  predominantly 
performed  in  physicians’  offices. 
Consistent  with  our  final  policy  adopted 
in  the  August  2,  2007  final  rule  {72  FR 
42509  through  42513),  we  were 
concerned  that  making  payments  at  the 
standard  ASC  payment  rate  for  the  five 
procedures  designated  as  permanently 
office-based  and  seven  procedures 
designated  as  temporarily  office-based 
could  create  financial  incentives  for  the 
procedures  to  shift  from  physicians’ 
offices  to  ASCs  for  reasons  unrelated  to 
clinical  decisions  regarding  the  most 
appropriate  setting  for  surgical  care. 
Further,  consistent  with  our  policy,  we 
believe  that  when  adequate  data  become 
available  to  make  permanent 
determinations  about  procedures  with 
temporary  office-based  designations, 
maintaining  the  temporary  designation 
is  no  longer  appropriate. 

The  second  alternative  we  considered 
and  the  one  we  selected  for  CY  2011  is 
to  designate  two  additional  procedures 
as  permanently  office-based  for  CY  2011 
and  to  make  permanent  the  office-based 
designations  of  three  of  the  procedures 
with  temporary  office-based 
designations  in  CY  2010.  We  also  are 
designating  seven  procedures  as 
temporarily  office-based  in  CY  2011  that 
were  designated  as  temporarily  office- 
based  for  CY  2010.  We  chose  this 
alternative  because  our  claims  data  and 
clinical  review  indicate  that  these 
procedures  could  be  considered  to  be 
predominantly  performed  in  physicians’ 
offices.  We  believe  that  designating 
these  procedures  as  office-based,  which 
results  in  the  CY  2011  ASC  payment 
rate  for  these  procedures  potentially 
being  capped  at  the  CY  2011  physicians’ 
office  rate  (that  is,  the  MPFS  nonfacility 
practice  expense  payment  amount),  if 
applicable,  is  an  appropriate  step  to 
ensure  that  Medicare  payment  policy 
does  not  create  financial  incentives  for 
such  procedures  to  shift  unnecessarily 
from  physicians’  offices  to  ASCs, 


consistent  with  our  final  policy  adopted 
in  the  August  2,  2007  final  rule. 

b.  Alternatives  Considered  for  Covered 
Surgical  Procedures 

According  to  our  final  policy  for  tbe 
revised  ASC  payment  system,  we 
designate  as  covered  all  surgical 
procedures  that  we  determine  would 
not  be  expected  to  pose  a  significant  risk 
to  beneficiary  safety  or  would  not  be 
expected  to  require  an  overnight  stay 
when  performed  on  Medicare 
beneficiaries  in  an  ASC. 

In  developing  this  final  rule  with 
comment  period,  we  reviewed  the 
clinical  characteristics  and  full  CY  2009 
utilization  data,  if  applicable,  for  all 
procedures  reported  by  Category  III  CPT 
codes  implemented  July  1,  2010,  and 
surgical  procedures  that  were  excluded 
from  ASC  payment  for  CY  2010.  Based 
on  this  review,  we  identified  8  new 
surgical  procedures  described  by 
Category  III  CPT  codes  that  were  new 
for  July  2010  and  6  surgical  procedures 
excluded  from  ASC  paynient  for  CY 
2010,  that  we  determined  were" 
appropriate  for  addition  to  the  ASC  list 
of  covered  surgical  procedures.  We 
considered  two  alternatives  in 
developing  this  policy. 

The  first  alternative  we  considered 
was  to  make  no  change  to  the  CY  2010 
ASC  list  of  covered  surgical  procedures. 
We  did  not  choose  this  alternative 
because  our  analysis  of  data  and  clinical 
review  indicated  that  the  14  procedures 
we  are  designating  as  covered  surgical 
procedures  for  CY  2011  would  not  be 
expected  to  pose  a  significant  risk  to 
beneficiary  safety  in  ASCs  and  would 
not  be  expected  to  require  an  overnight 
stay.  Consistent  with  our  final  policy, 
we  were  concerned  that  by  continuing 
to  exclude  them  from  the  list  of  ASC 
covered  surgical  procedures,  we  may 
unnecessarily  limit  beneficiaries’  access 
to  the  services  in  the  most  clinically 
appropriate  settings. 

The  second  alternative  we  considered 
and  the  one  we  selected  for  CY  2011 
was  to  designate  14  additional 
procedures  as  ASC  covered  surgical 
procedures  for  CY  2011.  We  chose  this 
alternative  because  our  claims  data  and 
clinical  review  indicate  that  these 
procedures  will  not  be  expected  to  pose 
a  significant  risk  to  beneficiary  safety 
and  will  not  be  expected  to  require  an 
overnight  stay,  and  thus  they  meet  the 
criteria  for  inclusion  on  the  list  of  ASC 
covered  surgical  procedures.  We  believe 
that  adding  these  procedures  to  the  list 
of  covered  surgical  procedures  is  an 
appropriate  step  to  ensure  that 
beneficiary  access  to  services  is  not 
limited  unnecessarily. 


c.  Alternatives  Considered  for  the 
Extension  of  Waiver  of  Deductible  to 
Services  Furnished  in  Connection  With 
or  in  Relation  to  a  Colorectal  Screening 
Test  That  Becomes  Diagnostic 

Section  4104(c)(2)  of  the  Affordable 
Care  Act  waives  the  deductible  with 
respect  to  a  colorectal  cancer  screening 
test  regardless  of  the  code  that  is  billed 
for  the  establishment  of  a  diagnosis  as 
a  result  of  the  test,  or  for  the  removal  of 
tissue  or  other  matter  or  other  procedure 
that  is  furnished  in  connection  with,  as 
a  result  of,  and  in  the  same  clinical 
encounter  as  a  screening  test.  We  are 
finalizing  our  proposal,  without 
modification,  for  CY  2011  that  the 
deductible  be  waived  for  all  surgical 
services  furnished  in  an  ASC  on  the 
same  date  as  a  planned  screening 
cofono.scopy  or  planned  flexible 
sigmoidoscopy  as  being  furnished  in 
connection  with,  as  a  result  of,  and  in 
the  same  clinical  encounter  as  the 
screening  test  (we  note  that  barium 
enemas  are  not  ASC  covered  ancillary  or 
surgical  procedures).  As  discussed  in 
detail  under  the  alternatives  considered 
for  the  OPPS  (section  XX.B.l.a.  of  this 
final  rule  with  comment  period),  we 
considered  three  alternatives  for  the 
extension  of  waiver  of  deductible  to 
services  furnished  in  connection  with  or 
in  relation  to  a  colorectal  screening-test 
that  becomes  diagnostic  for  CY  2011. 

The  first  alternative  we  considered,  but 
did  not  propose  for  the  reasons 
previously  discussed,  was  to  define  a 
limited  set  of  colonoscopy  codes  to 
which  the  waiver  could  apply  when 
performed  on  the  same  date  as  a 
procedure  that  began  as  a  screening 
colonoscopy  or  screening  flexible 
sigmoidoscopy.  The  second  alternative 
we  considered,  but  did  not  propose  for 
the  reasons  previously  discussed,  was  to 
define  a  broader,  but  still  limited  set  of 
codes  (for  example,  selected  surgical 
services)  to  which  the  waiver  could 
apply  when  performed  on  the  same  date 
as  a  procedure  that  began  as  a  screening 
colonoscopy  or  screening  flexible 
sigmoidoscopy.  The  third  alternative  we 
considered,  and  the  one  we  are  selecting 
for  CY  2011,  is  to  apply  the  waiver  to 
any  surgical  procedure  on  the  same  date 
as  a  screening  colonoscopy  or  flexible 
sigmoidoscopy  performed  in  an  ASC 
that  ASCs  report  is  “in  connection  with, 
as  a  result  of,  and  in  the  same  clinical 
encounter  as  the  screening  test.”  As  we 
discuss  in  detail  in  section  XII. B. 3.,  we 
have  created  HCPCS  modifier  FT  that 
ASCs  will  append  to  the  diagnostic 
procedure  code  that  is  reported  instead 
of  the  screening  colonoscopy  or 
screening  flexible  sigmoidoscopy 
HCPCS  code  when  the  screening  test 
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becomes  a  diagnostic  service.  As  already 
discussed,  we  chose  this  alternative 
because  we  believe  it  provides  the 
greatest  ease  of  public  understanding 
and  ASC  application.  We  believe  that 
this  alternative  is  appropriate  because 
we  believe  that  it  will  he  very  rare  for 
an  unrelated  surgery  to  occur  on  the 
same  date  as  one  of  these  scheduled 
screening  tests.  Moreover,  we  believe 
that  the  risk  of  improper  expenditures 
will  be  very  small  under  this  policy 
because  it  is  the  deductible,  and  not  the 
coinsurance,  that  is  waived  for  the 
related  procedures  other  than  the 
screeninglests  (that  is,  the  Part  B 
deductible  is  a  fixed  amount  that  the 
beneficiary  pays  before  Medicare  begins 
to  pay  and  typically  will  be  met  after 
receiving  one  to  two  services). 

2.  Limitations  of  Our  Analysis 

Presented  here  are  the  projected 
effects  of  the  changes  for  CY  2011  on 
Medicare  payment  to  ASCs.  A  key 
limitation  of  our  analysis  is  our  inability 
to  predict  changes  in  ASC  service  mix 
between  CY  2009  and  CY  2011  with 
precision.  We  believe  that  the  net  effect 
on  Medicare  expenditures  resulting 
from  the  CY  2011  changes  will  be  small 
in  the  aggregate  for  all  ASCs.  However, 
such  changes  may  have  differential 
effects  across  surgical  specialty  groups 
as  ASCs  continue  to  adjust  to  the 
payment  rates  based  on  the  policies  of 
the  revised  ASC  payment  system.  We 
are  unable  to  accurately  project  such 
changes  at  a  disaggregated  level.  Clearly, 
individual  ASCs  will  experience 
changes  in  payment  that  differ  from  the  • 
aggregated  estimated  impacts  presented 
below. 

3.  Estimated  Effects  of  This  Final  Rule 

With  Comment  Period  on  Pavments  to 
ASCs  ; 

Some  ASCs  are  multispecialty 
facilities  that  perform  the  gamut  of 
surgical  procedures,  from  excision  of 
lesions  to  hernia  repair  to  cataract 
extraction;  others  focus  on  a  single 
specialty  and  perform  only  a  limited 
range  of  surgical  procedures,  such  as 
eye,  digestive  system,  or  orthopedic 
procedures.  The  combined  effect  on  an 
individual  ASC  of  the  update  to  the  CY 
2011  payments  will  depend  on  a 
number  of  factors,  including,  but  not 
.  limited  to,  the  mix  of  services  the  ASC 
provides,  the  volume  of  specific-services 
provided  by  the  ASC,  the  percentage  of 
its  patients  who  are  Medicare 
beneficiaries,  and  the  extent  to  which  an 
ASC  provides  different  services  in  the 
coming  year.  The  following  discussion 
presents  tables  that  display  estimates  of 
the  impact  of  the  CY  2011  update  to  the 
revised  ASC  payment  system  on 


Medicare  payments  to  ASCs,  assuming 
the  same  mix  of  services  as  reflected  in* 
our  CY  2009  claims  data.  Table  68 
depicts  the  estimated  aggregate  percent 
change  in  payment  by  surgical  specialty 
or  ancillary  items  and  services  group  by 
comparing  estimated  CY  2010  payments 
to  estimated  CY  2011  payments,  and 
Table  69  shows  a  comparison  of 
estimated  CY  2010  payments  to 
estimated  CY  2011  payments  for 
procedures  that  we  estimate  will  receive 
the  most  Medicare  payment  in  CY  2011. 

Table  68  shows  the  estimated  effects 
on  aggregate  Medicare  payments  under 
the  revised  ASC  payment  system  by  . 
surgical  specialty  or  ancillary  items  and 
services  group.  We  have  aggregated  the 
surgical  HCPCS  codes  by  specialty 
group,  grouped  all  HCPCS  codes  for 
covered  ancillary  items  and  services 
into  a  single  group,  and  then  estimated 
the  effect  on  aggregated  payment  for 
surgical  specialty  and  ancillary  items 
and  services  groups.  The  groups  are 
sorted  for  display  in  descending  order 
by  estimated  Medicare  program 
payment  to  ASCs.  The  following  is  an 
explanation  of  the  information 
presented  in  Table  68. 

•  Column  1 — Surgical  Specialty  or 
Ancillary  Items  and  Services  Group 
indicates  the  surgical  specialty  into 
which  ASC  procedures  are  grouped  or 
the  ancillary  items  and  services  group 
which  includes  all  HCPCS  codes  for 
covered  ancillary  items  and  services.  To 
group  surgical  procedures  by  surgical 
specialty,  we  used  the  CPT  code  range 
definitions  and  Level  II  HCPCS  codes 
and  Category  III  CPT  codes  as 
appropriate,  to  account  for  all  surgical 
procedures  to  which  the  Medicare 
program  payments  are  attributed. 

•  Column  2 — Estimated  ASC 
Payments  were  calculated  using  CY 

2009  ASC  utilization  (the  most  recent 
full  year  of  ASC  utilization)  and  CY 

2010  ASC  payment  rates.  The  surgical 
specialty  and  ancillary  items  and 
services  groups  are  displayed  in 
descending  order  based  on  estimated  CY 
2010  ASC  payments. 

•  Columns — Estimated  CY  2011 
Percent  Change  (Fully  Implemented 
Payment  Rates)  is  the  aggregate 
percentage  increase  or  decrease  iri 
Medicare  program  payment  to  ASCs  for 
each  surgical  specialty  or  ancillary 
items  and  services  group  that  will  be 
attributable  to  updates  to  ASC  payment 
rates  for  CY  2011  compared  to  CY  2010. 

As  seen  in  Table  68,  we  estimate  that 
the  update  to  ASC  rates  for  CY  2011  will 
result  in  a  0  percent  decrease  in 
aggregate  payment  amounts  for  eye  and 
ocular  adnexa  procedures,  a  4  percent 
decrease  in  aggregate  payment  amounts 
for  digestive  system  procedures,  and  a  2 


percent  increase  in  aggregate  payment 
amounts  for  nervous  system  procedures. 

Generally,  for  the  surgical  specialty 
groups  that  account  for  less  ASC 
utilization  and  spending,  we  estimate 
that  the  payment  effects  of  the  CY  2011 
update  are  positive.  We  estimate  that 
ASC  payments  for  procedures  in  those 
surgical  specialties  will  increase  in  CY 
2011.  For  instance,  we  estimate  that,  in 
the  aggregate,  payment  for 
integumentary  system  procedures  will 
increase  by  5  percent  under  the  CY  2011 
rates.  We  estimate  similar  effects  for 
genitourinary,  cardiovascular, 
musculoskeletal,  respiratory, 
hematologic  and  lymphatic  systems, 
and  auditory  system  procedures  as  well. 

An  estimated  increase  in  aggregate 
payment  for  the  specialty  group  does 
not  mean  that  all  procedures  in  the 
group  will  experience  increased 
payment  rates.  For  example,  the 
estimated  modest  increase  for  CY  201 1 
for  nervous  system  procedures  is  likely 
due  to  increase  in  the  ASC  payment 
weight  for  some  of  the  high  volume 
procedures,  such  as  CPT  code  64721 
(Neuroplasty  and/or  transposition; 
median  nerve  at  carpal  tunnel). 

Also  displayed  in  Table  68  is  a 
separate  estimate  of  Medicare  ASC 
payments  for  the  group  of  separately 
payable  covered  ancillary  items  and 
services.  Payment  for  the  current  class 
of  New  Technology  Intraocular  Lenses 
(NTIOLs)  is  captured  under  this 
category.  The  current  active  class  for 
NTIOLs  for  reduced  spherical  aberration 
expires  on  February  26,  2011.  Because 
we  did  not  find  sufficient  evidence  of 
clinical  benefit  to  implement  a  new 
class  of  NTIOLs  for  blue-light  filtering  to 
reduce  glare,  as  discussed  in  section 
XV.E.  of  this  final  rule  with  comment 
period,  we  redistributed  payment 
previously  dedicated  to  separately 
payment  for  NTIOLs  to  other  services 
for  CY  2011.  Therefore,  we  estimate  that 
aggregate  payments  for  these  items  and 
services  will  decrease  by  58  percent  for 
CY  2011.  The  payment  estimates  for  the 
covered  surgical  procedures  include  the 
costs  of  packaged  ancillary  items  and 
services.  In  rules  for  years  prior  to  CY 
2010,  we  did  not  have  ASC  payment 
data  for  covered  ancillary  items  and 
services.because,  prior  to  CY  2008,  they 
were  paid  under  other  fee  schedules  or 
packaged  into  payment  for  the  covered 
surgical  procedures.  Beginning  with  the 
CY  2010  OPPS/ASC  rulemaking,  we 
have  utilization  data  for  those  services 
as  well  as  for  all  of  the  covered  surgical 
procedures  provided  in  ASCs  under  the 
revised  payment  systejn. 
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Table  68 — Estimated  Impact  of  the  Final  CY  2011  Update  to  the  ASC  Payment  System  on  Aggregate  CY 
201 1  Medicare  Program  Payments  by  Surgical  Speciality  or  Ancillary  Items  and  Services  Group 


Surgical  specialty  group 

(1) 

Estimated 

CY  2010 

ASC  payments 
(in  millions) 

(2) 

Estimated  CY 
2011  percent 
change 
(fully  imple¬ 
mented) 

(3) 

Total  . . . . . 

$3,257 

0 

Eye  and  ocular  adnexa . . 

1,426 

0 

Digestive  system . 

699 

-4 

Nervous  system  . .? . . 

391 

2 

Musculoskeletal  system . 

350 

12 

Genitourinary  system . ,... 

129 

9 

Integumentary  system  . 

122 

5 

Ancillary  items  and  services  . 

68 

-58 

Respiratory  system  . 

36 

17 

Cardiovascular  system  . 

24 

7 

Auditory  system  . . 

8 

9 

Hematologic  &  lymphatic  systems  . . . . 

4 

16 

Table  69  below  shows  the  estimated 
impact  of  the  updates  to  the  revised 
ASC  payment  system  on  aggregate  ASC 
payments  for  selected  surgical 
procedures  during  CY  2011.  The  table 
displays  30  of  the  procedures  receiving 
the  greatest  estimated  CY  2010  aggregate 
Medicare  payments  to  ASCs.  The 
HCPCS  codes  are  sorted  in  descending 
order  by  estimated  CY  2010  program 
payment. 

•  Column  1-HCPCS  code. 

•  Column  2-Short  Descriptor  of  the 
HCPCS  code. 

•  Column  3-Estimated  CY  2010 
Allowed  Charges  were  calculated  using 
CY  2009  ASC  utilization  (the  most 
recent  full  year  of  ASC  utilization)  and 
the  CY  2010  ASC  payment  rates.  The 
estimated  CY  2010  allowed  charges  are 
expressed  in  millions  of  dollars. 

•  Column  4— Estimated  CY  201 1 
Percent  Change  (Fully  Implemented 
Payment  Rates)  reflects  the  percent 
differences  between  the  estimated  ASC 
payment  for  CY  2010  and  the  estimated 
payment  for  CY  2011  based  on  the 
updete. 

As  displayed  in  Table  69,  22  of  the  30 
procedures  with  the  greatest  estimated 
aggregate  CY  2010  Medicare  payment 
are  included  in  the  3  surgical  specialty 
groups  that  are  estimated  to  account  for 
the  most  Medicare  payment  to  ASCs  in 
CY  2011,  specifically  eye  and  ocular 
adnexa,  digestive  system,  and  nervous 
system  surgical  groups.  Consistent  with 
the  estimated  payment  effects  on  the 
surgical  specialty  groups  displayed  in 
Table  68,  the  estimated  effects  of  the  CY 
*  2011  update  on  ASC  payment  for 


individual  procedures  shown  in  Table 
69  are  varied. 

The  ASC  procedure  for  which  the 
most  Medicare  payment  is  estimated  to 
be  made  in  CY  2010  is  the  cataract 
removal  procedure  reported  with  CPT 
code  66984  (Extracapsular  cataract 
removal  with  insertion  of  intraocular 
lens  prosthesis  (one  stage  procedure), 
manual  or  mechanical  technique  (e.g., 
irrigation  and  aspiration  or 
phacoemulsification)).  We  estimate  that 
the  update  to  the  ASC  rates  will  result 
in  a  1  percent  payment  decrease  for  this 
procedure  in  CY  2011.  The  estimated 
payment  effects  on  two  of  the  four  other 
eye  and  ocular  adnexa  procedures 
included  in  Table  69  are  more 
significant.  We  estimate  that  the 
payment  rate  for  CPT  code  66821 
(Discission  of  secondary  membranous 
cataract  (opacified  posterior  lens 
capsule  and/or  anterior  hyaloid);  laser 
surgery  (e.g.,  YAG  laser)  (one  or  more 
stages))  will  decrease  by  7  percent  and 
payment  for  CPT  code  67904  (Repair 
eyelid  defect)  will  increase  by  11 
percent. 

We  estimate  that  the  payment  rates  for 
all  of  the  digestive  system  procedures 
included  in  Table  69  will  decrease  by  0 
to  8  percent  in  CY  2011.  Those 
estimated  decreases  are  consistent  with 
decreases  in  the  previous  3  years  under 
the  revised  ASC  payment  system  and 
are  expected  because,  under  the 
previous  ASC  payment  system,  the 
payment  rates  for  many  high  volume 
endoscopy  procedures  were  almost  the 
same  as  the  payments  for  the  procedures 
under  the  OPPS. 


The  estimated  effects  of  the  CY  2011 
update  on  the  nine  nervous  system 
procedures  for  which  the  most  Medicare 
ASC  payment  is  estimated  to  be  made 
in  CY  2010  will  be  variable.  Our 
estimates  indicate  that  the  CY  2011 
update  will  result  in  payment  increases 
of  2  to  1 1  percent  for  5  of  the  9 
procedures  and  result  in  a  1  percent 
decrease  for  the  other  4  nervous  system 
procedures.  The  nervous  system 
procedures  for  which  we  estimate  a 
positive  effect  on  CY  2010  payments, 
include  CPT  codes  64721  (Neuroplasty 
and/or  transposition;  median  nerve  at 
carpal  tunnel)  and  63685  (Insertion  or 
replacement  of  spinal  neurostimulator 
pulse  generator  or  receiver,  direct  or 
inductive  coupling),  which  are  expected 
to  have  payment  increases  of  11  percent 
and  7  percent  respectively. 

The  estimated  payment  effects  for 
most  of  the  remaining  procedures  listed 
in  Table  69  will  be  positive.  For 
example,  the  payment  rates  for 
musculoskeletal  CPT  codes  29880 
(Arthroscopy,  knee,  surgical;  with 
meniscectomy  (medial  and  lateral,  ' 
including  any  meniscal  shaving))  and 
29881  (Arthroscopy,  knee,  surgical;  with 
meniscectomy  (medial  OR  lateral, 
including  any  meniscal  shaving))  are 
estimated  to  increase  11  percent  over 
the  CY  2010  transitional  payment  rates. 
Musculoskeletal  procedures  are 
expected  to  account  for  a  greater 
percentage  of  CY  2011  Medicare  ASC 
spending  as  we  estimate  that  payment 
for  procedures  in  that  surgical  specialty 
group  will  increase  under  the  revised 
payment  system  in  CY  2011. 
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Table  69— Estimated  Impact  of  the  Final  CY  2011  Update  to  the  ASC  Payment  System  on  Aggregate 

Payments  for  Selected  Procedures 


CPT/ 

HCPCS 

Code* 

(1) 

Short  descriptor 
(2) 

66984 

Cataract  surg  w/ 
iol,  1  stage 

$1 ,095 

43239 

Upper  Gl 

‘endoscopy,  biopsy 

163 . 

45380 

Colonoscopy  and 
biopsy 

130 . 

45378 

Diagnostic 

colonoscopy 

110 . 

45385 

Lesion  removal 
colonoscopy 

88  ........ 

66982 

Cataract  surgery, 
complex 

74  . 

62311 

Inject  spine  I/s 
(cd) 

67  . 

66821 

After  cataract 
laser  surgery 

63  . 

64483 

In]  foramen 
epidural  I/s 

62  . 

15823 

Revision  of  upper 
eyelid 

39  . 

64493 

In)  paravert  f  jnt  I/s 

1  lev 

36 . 

29826 

Shoulder 

arthroscopy/ 

surgery 

32  . 

G0105 

Colorectal  scrn;  hi 
risk  ind 

32  . 

63650 

Implant 

neuroelectrodes 

31  . 

45384 

Lesion  remove 
colonoscopy 

28 . 

29881 

Knee  arthroscopy/ 
surgery 

27 . 

G0121 

Colon  ca  scrn  not 
hi  rsk  ind 

27 . 

64721 

Carpal  tunnel 
surgery 

26 . 

43235 

Uppr  gi 
endoscopy, 
diagnosis 

24  . 

29880 

Knee  arthroscopy/ 
surgery 

22  . 

52000 

Cystoscopy 

21  . 

63685 

Insrt/redo  spine  n 
generator  - 

21  . 

64622 

Destr  paravertebri 
nerve  I/s 

17  . 

28285 

Repair  of 
hammertoe 

17  . 

62310 

Inject  spine  c/t 

15  ....... 

67904 

Repair  eyelid 
defect 

15  . 

,  26055 

Incise  finger 
tendon  sheath 

14  . 

64623 

Destr  * 

paravertebral  n 
add-on 

13 . 

67042 

Vit  for  macular 
,  hole 

13 . 

50590 

Fragmenting  of 

1  kidney  stone 

13  . 

Estimated 
CY  2010 

Allowed  charges  (in  millions) 
(3) 


Estimated 
CY  201 1  percent 
change  (fully  im¬ 
plemented  pay¬ 
ment) 

(4) 


-1 

-7 

-5 

-5 

-5 

-1 

-1 

-7 

-1 

-3 

2 

18 

-8 

6 

-5 

11 

-8 

11 

0 

11 

-2 

7 

4 

13 

-1 

11 

7 

-1 

-1 

-2 


*  Note  that  HCPCS  codes  proposed  for  deletion  for  CY  201 1  are  not  displayed  in  this  table. 
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The  previous  ASC  payment  system 
served  as  an  incentive  to  ASCs  to  focus 
on  providing  procedures  for  which  they 
determined  Medicare  payments  will 
support  their  continued  operation.  We 
note  that,  historically,  the  ASC  payment 
rates  for  many  of  the  most  frequently 
performed  procedures  in  ASCs  were 
similar  to  the  OPPS  payment  rates  for 
the  same  procedures.  Conversely, 
procedures  with  ASC  payment  rates  that 
were  substantially  lower  than  the  OPPS 
rates  have  historically  been  performed 
least  often  in  ASCs.  We  believed  that 
the  revised  ASC  payment  system  will 
encourage  greater  efficiency  in  ASCs 
and  will  promote  significant  increases 
in  the  breadth  of  surgical  procedures 
performed  in  ASCs  because  it 
distributes  payments  across  the  entire 
spectrum  of  covered  surgical  procedures 
based  on  a  coherent  system  of  relative 
weights  that  are  related  to  the  clinical 
and  facility  resource  requirements  of 
those  procedures. 

The  CY  2009  claims  data  that  we  used 
to  develop  the  CY  2011  ASC  payment 
system  relative  weights  and  rates  reflect 
the  second  year  of  utilization  under  the 
revised  payment  system.  Although  the 
changes  in  the  claims  data  are  not  large, 
the  data  reflect  increased  Medicare  ASC 
spending  for  procedures  that  were 
newly  added  to  the  ASC  list  in  CY  2008. 
Our  estimates  based  on  CY  2009  data 
indicate  that  for  CY  2011  there  will  be 
especially  noticeable  increases  in 
spending  for  respiratory  systems,  and 
hematologic  and  lymphatic  systems, 
compared  to  the  previous  ASC  payment 
system. 

4.  Estimated  Effects  of  This  Final  Rule 
With  Comment  Period  on  Beneficiaries 

We  estimate  that  the  CY  2011  update 
to  the  ASC  payment  system  will  be 
generally  positive  for  beneficiaries  with 
respect  to  the  new'  procedures  that  we 
are  adding  to  the  ASC  list  of  covered 
surgical  procedures  and  for  those  that 
we  are  designating  as  office-based  for 
CY  2011.  First,  as  discussed  in  section 
XV.D.l.d.  of  this  final  rule  with 
comment  period,  we  are  waiving  the 
coinsurance,  the  Part  B  deductible,  or 
both  for  certain  preventive  services 
recommended  by  the  United  States 
Preventive  Services  Task  Force  with  a 
grade  of  A  or  B  for  any  indication  or 
population  and  that  are  appropriate  for 
the  individual  to  comply  with  sections 
4104  and  10406  of  the  Affordable  Care 
Act.  Other  than  these  services,  the  ASC 
coinsurance  rate  for  all  procedures  is  20 
percent.  This  contrasts  with  procedures 
performed  in  HOPDs,  where  the 
beneficiary  is  responsible  for 
copayments  that  range  from  20  percent 
to  40  percent  of  the  procedure  payment. 


Second,  ASC  payment  rates  under  the 
revised  payment  system  are  lower  than 
payment  rates  for  the  same  procedures 
under  the  OPPS;  therefore,  the 
beneficiary  coinsurance  amount  under 
the  ASC  payment  system  almost  always 
will  be  less  than  the  OPPS  copayment 
amount  for.  the  same  services.  (The  only 
exceptions  wall  be  if  the  ASC 
coinsurance  amount  exceeds  the 
inpatient  deductible.  The  statute 
requires  that  copayment  amounts  under 
the  OPPS  not  exceed  the  inpatient 
deductible.)  For  new  procedures  that  we 
are  adding  to  the  ASC  list  of  covered 
surgical  procedures  in  CY  2011,  as  well 
as  for  procedures  already  included  on 
the  list,  and  that  are  furnished  in  an 
ASC  rather  than  the  HOPD  setting,  the 
beneficiary  coinsurance  amount  will  be 
less  than  the  OPPS  copayment  amount. 
Furthermore,  the  additions  to  the  ASC 
list  of  covered  surgical  procedures  will 
provide  beneficiaries  access  to  more 
surgical  procedures  in  ASCs. 

Beneficiary  coinsurance  for  services 
migrating  from  physicians’  offices  to 
ASCs  may  decrease  or  increase  under 
the  revised  ASC  payment  system, 
depending  on  the  particular  service  and 
the  relative  payment  amounts  for  that 
service  in  the  physician’s  office 
compared  to  the  ASC.  However,  for 
those  additional  procedures  that  we  are 
designating  as  office-based  in  CY  2011, 
the  beneficiary  coinsurance  amount  will 
be  no  greater  than  the  beneficiary 
coinsurance  in  the  physician’s  office. 

In  addition,  as  finalized  in  the  August 
2,  2007  final  rule  (72  FR  42521),  in  CY 
2011,  the  final  year  of  the  4-year 
transition  to  the  ASC  payment  rates 
calculated  according  to  the  ASC 
standard  ratesetting  methodology  of  the 
revised  ASC  payment  system,  ASC 
payment  rates  for  a  number  of 
commonly  furnished  ASC  procedures 
w'ill  continue  to  be  reduced,  resulting  in 
lower  beneficiary  coinsurance  amounts 
for  these  ASC  services  in  CY  2011. 

5.  Conclusion 

The  updates  to  the  ASC  payment 
system  for  CY  2011  will  affect  each  of 
the  approximately  5,000  ASCs  currently 
approved  for  participation  in  the 
Medicare  program.  The  effect  on  an 
individual  ASC  will  depend  on  its  mix 
of  patients,  the  proportion  of  the  ASC’s 
patients  that  are  Medicare  beneficiaries, 
the  degree  to  which  the  payments  for 
the  procedures  offered  by  the  ASC  are 
changed  under  the  revised  payment 
system,  and  the  extent  to  which  the  ASC 
provides  a  different  set  of  procedures  in 
the  coming  year. 

The  CY  2011  update  to  the  revised 
ASC  payment  system  includes  an  MFP- 
adjusted  CPI-U  increase  factor  of  0.2 


percent  that  we  estimate  will  result  in 
a  slightly  higher  amount  of  Medicare 
expenditures  in  CY  2011  than  was 
estimated  to  be  made  in  CY  2010.  We 
estimate  that  the  update  to  the  revised 
ASC  payment  system,  including  the 
addition  of  surgical  procedures  to  the 
list  of  covered  surgical  procedures,  will 
have  minimal  effect  on  Medicare 
expenditures  compared  to  the  estimated 
level  of  Medicare  expenditures  in  CY 
2010. 

6.  Accounting  Statement 

As  required  by  0MB  Circular  A-4 
(available  at  http:/ /www.whitehousegov/ 
omb/circulars/a004/a-4.pdf),  in  Table 
70  below,  we  have  prepared  an 
accounting  statement  showing  the 
classification  of  the  expenditures 
associated  with  the  0.2  percent  update 
to  the  CY  2011  revised  ASC  payment 
system,  based  on  the  provisions  of  this 
final  rule  with  comment  period  and  the 
baseline  spending  estimates  for  ASCs  in 
the  FY  2011  President’s  Budget.  This 
table  provides  our  best  estimate  of 
Medicare  payments  to  suppliers  as  a 
result  of  the  update  to  the  CY  2011  ASC 
payment  system,  as  presented  in  this 
final  rule  with  comment  period.  All 
expenditures  are  classified  as  transfers. 

Table  70— Accounting  Statement; 
Classification  of  Estimated 
Transfers  From  CY’2010  to  CY 
201 1  AS  A  Result  of  the  CY  201 1 
Update  to  the  Revised  ASC  Pay¬ 
ment  System 


Category 

Transfers 

Annualized  Mone- 

$5.9  million. 

tized  T ransfers. 

1 

From  Whom  to 

Federal  Government  to 

Whom. 

Medicare  Providers 

and  Suppliers. 

Total . 

1  $5.9  million. 

1  _ _ _ _ _ 

D.  Effect  of  Beqairements  for  Hospitals’ 
Reporting  of  Quality  Data  for  Annual 
Hospital  Payment  Update 

In  section  XVI.  of  the  CY  2009  OPPS/ 
ASC  final  rule  with  comment  period  (73 
FR  68758),  we  discussed  our 
requirements  for  subsection  (d) 
hospitals- to  report  quality  data  under 
the  HOP  QDRP  in  order  to  receive  the 
full  payment  update  for  CY  2010.  In 
section  XVI.  of  the  CY  2010  OPPS/ ASC 
final  rule  with  comment  period  (74  FR 
60629),  we  discussed  our  requirements 
for  subsection  (d)  hospitals  to  report 
quality  data  under  the  HOP  QDRP  in 
order  to  receive  the  full  payment  update 
for  CY  2011.  In  section  XVI.  of  this  final 
rule  with  comment  period,  we 
established  additional  policies  affecting 
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the  HOP  QDRP  for  CY  2012,  CY  2013, 
and  CY  2014.  We  estimate  that  about  90 
hospitals  may  not  receive  the  full 
payment  update  in  CY  2011.  Most  of 
these  hospitals  receive  little  to  no  OPPS 
reimbursement  on  an  annual  basis. 
However,  at  this  time,  information  is  not 
available  to  determine  the  precise 
number  of  hospitals  that  do  not  meet  the 
requirements  for  the  full  hospital  market 
basket  increase  for  CY  2011.  We  also 
estimate  that  90  hospitals  may  not 
receive  the  full  payment  update  in  CY 
2012.  We  are  unable  at  this  time  to 
estimate  the  number  of  hospitals  that 
may  not  receive  the  full  payment  update 
in  CY  2013  and  CY  2014. 

In  section  XVI.E.3.a.  ofthe  CY  2010 
OPPS/ASC  final  rule  with  comment 
period  (74  FR  60647  through  60650),  for 
the  CY  2011  payment  update,  as  part  of 
the  validation  process,  we  are  requiring 
hospitals  to  submit  paper  copies  of 
requested  medical  records  to  a 
designated  contractor  within  the 
required  timeframe.  Failure  to  submit 
requested  documentation  can  result  in  a 
2  percentage  point  reduction  in  a 
hospital’s  update,  but  the  failure  to 
attain  a  validation  score  threshold  will 
not.  Of  the  90  hospitals  that  we  estimate 
Vvili  not  receive  the  full  payment  update 
for  CY  2011,  we  estimate  that  no  more 
than  20  hospitals  will  fail  the  validation 
documentation  submission  requirement 
for  the  CY  2011  payment  update. 

In  section  XVI.E.3.b.  of  the  CY  2010 
OPPS/ASC  final  rule  with  comment  - 
period,  we  did  not,  at  that  time,  adopt 
our  proposal  in  the  CY  2010  OPPS/ASC 
proposed  rule  (74  FR  60650  through 
60652)  to  expand  the  CY  2011 
validation  requirement  for  the  CY  2012 
payment  update.  Instead,  we  stated  that 
we  would  consider  the  public 
comments  we  regeived^on  that  proposal, 
as  well  as  any  analyses  we  conduct  of 
the  CY  2011  validation  process,  and 
propose  a  CY  2012  validation  process  as 
a  part  of  the  CY  2011  OPPS/ASC 
rulemaking.  We  stated  that  we  believed 
that  this  approach  would  give  HOP 
QDRP  hospitals  experience  with  the 
validation  process  and  allow  these 
hospitals  sufficient  time  to  prepare  for 
the  CY  2012  validation. 

In  this  final  rule  with  comment 
period,  we  have  finalized  our  proposal 
to  validate  data  submitted  by  800 
•  hospitals  for  purposes  of  the  CY  2012 
HOP  QDRP  payment  determination.  For 
CY  2011  and  under  our  policy  for  CY 
2012  in  this  final  rule  with  comment 
period,  we  stated  that  we  will  conduct 
a  measure  level  validation  (we  note, 
however,  that  the  validation  results  will 
not  affect  the  CY  2011  payment  update) 
by  assessing  whether  the  measure  data 
submitted  by  the  hospital  matches  the 


independently  reabstracted  measure 
data.  In  addition,  for  the  CY  2012 
payment  update  in  this  final  rule  with 
comment  period,  we  have  decided  to 
validate  data  for  only  800  hospitals  out 
of  the  approximately  3,200  HOP  QDRP 
participating  hospitals.  We  believe  that 
this  approach  is  suitable  for  HOP  QDRP 
data  because  it  will:  Produce  a  more 
reliable  estimate  of  whether  a  hospital’s 
submitted  data  have  been  abstracted 
accurately;  provide  more  statistically 
reliable  estimates  of  the  quality  of  care 
delivered  in  each  selected  hospital  as 
well  as  at  the  national  level;  and  reduce 
overall  hospital  burden  because  most  • 
hospitals  will  not  be  selected  to  undergo 
validation  each  year.  We  have  adopted 
a  threshold  of  75  percent  as  the 
threshold  for  the  validation  score 
because  we  believe  this  level  is 
reasonable  for  hospitals  to  achieve 
while  still  ensuring  accuracy  of  the  data. 
Additionally,  this  level  is  consistent 
with  what  we  adopted  in  the  Hospital 
Inpatient  Quality  Reporting  Program 
(formerly  referred  to- as  the  Reporting 
Hospital  Quality  Data  for  Annual 
Payment  Update  (RHQDAPU)  program) 
(75  FR  50225  through  50229).  As  a 
result,  we  believe  that  the  effect  of  our 
validation  process  for  CY  2012  will  be 
minimal  in  terms  of  the  number  of 
hospitals  that  will  not  meet  all  program 
requirements. 

The  validation  requirement  for  CY 

2011  of  7,300  requested  cases  and  for 
CY  2012  of  a  maximum  of  12  cases  per 
hospital  per  quarter  will  result  in 
medical  record  documentation  for 
approximately  7,300  total  cases  and 
9,600  cases  per  quarter,  respectively, 
being  submitted  to  a  designated  CMS 
contractor.  We  will  pay  for  the  cost  of 
sending  this  medical  record 
documentation  to  the  designated  CMS 
contractor  at  the  rate  of  12  cents  per 
page  for  copying  and  approximately 
$1.00  per  case  for  postage.  We  have 
found  that,  based  on  experience,  an 
outpatient  medical  chart  is  up  to  10 
pages.  Thus,  as  a  result  of  validation 
requirements  effective  for  the  CY  2011 
annual'payment  update  and  the  CY 

2012  annual  payment  update, 
respectively,  we  will  have  expenditures 
of  approximately  $8,760  total  and 
$21,120  per  quarter.  Again,  as  we  will 
pay  for  the  data  collection  effort,  we 
believe  that  a  requirement  for  medical 
record  documentation  for  7,300  total 
cases  for  CY  2011  and  a  maximum  of  12 
cases  per  quarter  for  800  hospitals  for 
CY  2012  represent  minimal  burden  to 
HOP  QDRP-participating  hospitals. 

E.  Executive  Order  12866 

In  accordance  with  the  provisions  of 
Executive  Order  12866,  this  final  rule 


with  comment  period  was  reviewed  by 
the  Office  of  Management  and  Budget. 

XXL  Final  Rule:  Changes  Relating  to 
Payments  to  Hospitals  for  Direct 
Graduate  Medical  Education  (GME) 
and  Indirect  Medical  Education  (IME) 
Costs 

A.  Background 

Section  1886(h)  of  the  Act,  as  added 
by  section  9202  of  the  Consolidated 
Omnibus  Budget  Reconciliation  Act 
(COBRA)  of  1985  (Pub.  L.  99-272)  and 
implemented  in  regulations  at  42  CFR 
413.75  through  413.83,  establishes  a 
methodology  for  determining  payments 
to  hospitals  for  the  direct  costs  of 
approved  graduate  medical  education 
(GME)  programs.  Section  1886(h)(2)  of 
the  Act  sets  forth  a  methodology  for  the 
determination  of  a  hospital-specific 
base-period  per  resident  amount  (PRA) 
that  is  calculated  by  dividing  a 
hospital’s  allowable  direct  costs  of  GME 
in  a  base  period  by  its  number  of 
residents  in  the  base  period.  The  base 
period  is,  for  most  hospitals,  the 
hospital’s  cost  reporting  period 
beginning  in  FY  1984  (that  is,  October 
1,  1983  through  September  30,  1984). 

The  base  year  PRA  is  updated  annually 
for  inflation.  In  general.  Medicare  direct 
GME  payments  are  calculated  by 
multiplying  the  hospital’s  updated  PRA 
by  the  weighted  number  of  full-time 
equivalent  (FTE)  residents  working  in 
all  areas  of  the  hospital  complex  (and 
nonprovider  sites,  when  applicable), 
and  the  hospital’s  Medicare  share  of 
total  inpatient  days. 

Section  1886(d)(5)(B)  of  the  Act 
provides  for  an  additional  payment 
amount  under  the  hospital  inpatient 
prospective  payment  system  (IPPS)  for 
hospitals  that  have  residents  in  an 
approved  GME  program  in  order  to 
reflect  the  higher  indirect  patient  care 
costs  of  teaching  hospitals  relative  to 
nonteaching  hospitals.  The  regulations 
regarding  the  calculation  of  this 
additional  payment,  known  as  the 
indirect  medical  education  (IME) 
adjustment,  are  located  at  42  CFR 
412.105. 

The  Balanced  Budget  Act  of  1997 
(Pub.  L.  105-33)  established  a  limit  on 
the  number  of  allopathic  and 
osteopathic  residents  that  a  hospital 
may  inchide  in  its  FTE  resident  count 
for  direct  GME  and  IME  payment 
purposes.  Under  section  1886(h)(4)(F)  of 
the  Act,  for  cost  reporting  periods 
beginning  on  or  after  October  1,  1997,  a 
hospital’s  unweighted  FTE  count  of 
residents  for  purposes  of  direct  GME 
may  not  exceed  the  hospital’s 
unweighted  FTE  count  for  its  most 
recent  cost  reporting  period  ending  on 
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or  before  December  31,  1996.  Under 
section  1886(d)(5KB)(v)  of  the  Act,  a 
similar  limit  on  the  FTE  re.sident  count 
for  IME  purposes  is  effective  for 
discharges  occurring  on  or  after  October 
1,  1997. 

The  recently  enacted  Patient 
Protection  and  Affordable  Care  Act 
(Pub.  L.  111-148),  as  amended  by  the 
Health  Care  and  Education 
Reconciliation  Act  of  2010  (Pub.  L.  lll- 
152)  made  a  number  of  statutory 
changes  relating  to  the  determination  of 
a  hospital’s  FTE  resident  count  for 
direct  GME  and  IME  payment  purposes 
and  the  manner  in  which  FTE  resident 
limits  are  calculated  and  applied  te 
hospitals  under  certain  circumstances. 
(These  tw'o  pieces  of  legislation  are 
collectively  referred  to  in  this  document 
as  the  “Affordable  Care  Act.”)  Below  we 
summarize  the  proposals  to  implement 
the  provisions  of  the  Affordable  Care 
Act  relating  to  Medicare  direct  GME  and 
IME  payments  that  were  included  in  the 
August  3,  2010  proposed  rule  (75  FR 
46383)  (as  part  of  the  CY  2011  OPPS/ 
ASC  proposed  rule  document), 
summarize  the  public  comments  we 
received,  respond  to  those  public 
comments,  and  set  forth  our  final 
policy. 

B.  Counting  Resident  Time  in 
Nonprovider  Settings  (Section  5504  of 
the  Affordable  Care  Act) 

1.  Background  and  Changes  Made  hy  the 
Affordable  Care  Act 

Effective  July  1,  1987,  the  Social 
Security  Act  was  amended  to  allow 
hospitals  to  count  the  time  residents 
spend  training  in  sites  that  are  not  part 
of  the  hospital  (referred  to  as 
“nonprovider”  or  “nonhospital  sites”)  for 
purposes  of  direct  GME  payments  under 
certaih  conditions.  Section 
i886(h)(4)(A)  of  the  Act  (as  added  hy 
section  9314  of  the  Omnibus  Budget 
Reconciliation  Act  of  1986  (Pub.  L.  99- 
509,  also  known  as  (OBRA  ‘86)  provides 
that  the  Secretary  “shall  establish  rules 
consistent  with  this  paragraph  for  the 
computation  of  the  number  of  full-time 
equivalent  residents  in  an  approved 
medical  residency  training  program.” 
Specifically,  section  1886(h)(4)(E)  of  the 
Act  requires  that  the  Secretary’s  rules 
concerning  the  computation  of  FTE 
residents  for  purposes  of  direct  GME 
payments  “provide  that  only  time  spent 
in  activities  relating  to  patient  care  shall 
be  counted  and  that  all  the  time  so  spent 
by  a  resident  under  an  approved 
medical  residency  training  program 
shall  be  counted  towards  the 
determination  of  full-time  equivalency, 
without  regard  to  the  setting  in  which 
the  activities  are  performed,  if  the 


hospital  incurs  all,  or  substantially  all, 
of  the  costs  for  the  training  program  in 
that  setting”  (as  added  by  section  9314 
of  the  Omnibus  Budget  Reconciliation 
Act  of  1986  (Pub.  L.  99-509)  (OBRA 
86)).  Regulations  implementing  this 
provision  were  published  in  the 
September  29,  1989  final  rule  (54  FR 
40292)  at  42  CFR  413.86(f)(3)  (now 
§  413.78(c)),  which  stated  that'a  hospital 
may  count  the  time  residents  spend  in 
nonprovider  settings  for  purposes  of 
direct  GME  payment  if:  (1)  The 
residents  spend  their  time  in  patient 
care  activities;  and  (2)  there  is  a  written 
agreement  between  the  hospital  and  the 
nonprovider  entity  stating  that  the 
hospital  will  incur  all  or  substantially 
all  of  the  costs  of  the  program.  The 
regulations  at  that  time  defined  “all  or 
substantially  all”  of  the  costs  to  include 
the  residents’  compensation  for  the  time 
spent  at  the  nonprovider  setting.  Under 
section  1886(h)(4)(E)  of  the  Act,  only 
one  single  hospital  was  permitted  to 
incur  the  costs  of  a  particular  training 
program  and  count  the  time  residents 
spend  training  in  a  particular 
nonprovider  setting. 

Prior  to  October  1, 1997,  for  purposes 
of  the  IME  payment  adjustment, 
hospitals  were  not  permitted  to  count 
the  time  residents  spent  training  in 
nonprovider  settings.  However,  section 
4621(b)(2)  of  the  Balanced  Budget  Act  of 
1997  (Pub.  L.  105-33)  revised  section 
1886(d)(5)(B)  of  the  Act  to  allow 
providers  to  count  time  residents  spend 
training  in  nonprovider  sites  for  IME 
purposes,  effective  for  discharges 
occurring  on  or  after  October  1,  1997. 
Specifically,  section  1886(d)(5)(B)(iv)  of 
the  Act  was  amended  to  provide  that 
“all  the  time  spent  by  an  intern  or 
resident  in  patient  care  activities  under 
an  approved  medical  residency  program 
at  an  entity  in  a  nonprovider  setting 
shall  be  counted  towards  the 
determination  of  full-time  equivalency 
if  the  hospital  incurs  all,  or  substantially 
all,  of  the  costs  for  the  training  program 
in  that  setting.”  In  the  July  31,  1998  final 
rule  (63  FR  41005),  at 
§412.105(f)(l)(ii)(C)  and  §413. 86(f)(4), 
we  spetnfied  the  requirements  that  a 
hospital  must  meet  in  order  to  include 
the  time  spent  by  residents  training  in 
a  nonprovider  site  in  its  FTE  count  for 
purposes  of  both  direct  GME  and  IME 
payments  (we  note  that  §  413.86(f)(4)  is 
now  redesignated  as  §  413.78(d)).  In  that 
final  rule,  we  also  redefined  “all  or 
substantially  all  of  the  costs  for  the 
training  program  in  the  nonprovider 
setting”  as  the  residents’  salaries  and 
fringe  benefits  (including  travel  and 
lodging  where  applicable),  and  the 
portion  of  the  cost  of  teaching 


physicians’  salaries  and  fringe  benefits 
that  are  attributable  to  GME. 

Pursuant  to  the  statutory  authority  in 
sections  1815(a),  1861(v)(i)(A), 
1886(h)(3)(B),  1886(h)(4)(A), 
1886(h)(4)(E),  and  1886(k),  and  in  order 
to  implement  section  1886(h)(4)(E)  (and 
later,  section  1886(d)(5)(B)(iv))  of  the 
Act,  and  to  assist  contractors  in 
determining  whether  a  hospital  incurred 
“all  or  substantially  all”  of  the  costs  of 
the  program  in  the  nonprovider  setting, 
we  required  under  §  413.86(f)(3)  and 
(f)(4)  that  there  must  be  a  written 
agreement  between  the  hospital  and  the 
nonprovider  site  stating  that  the 
hospital  will  incur  “all  or  substantially 
all”  of  the  costs  of  training  in  the 
nonprovider  setting  (we  note  that 
§  413.86(f)(3)  and  (f)(4)  are  now 
redesignated  as  §  413.78(c)  and  (d), 
respectively).  We  later  specified  at 
§  413.78(d)(2)  that  the  written  agreement 
must  indicate  the  amount  of 
compensation  provided  by  the  hospital 
to  the  nonprovider  site  for  supervisory 
teaching  activities.  We  have  explained 
the  nature  of  and  the  rationale  for  the 
written  agreement  requirement  and 
identified  the  statutory  authority  for  the 
written  agreement  in  considerable  detail 
in  the  preamble  to  other  rules  (for 
example,  63  FR  40954,  40986  through 
40989,  63  FR  40992  through  40994,  and 
63  FR  40996  (July  31,  1998);  68  FR 
45346  (August  1,  2003);  69  FR  48916, 
49179  through  49180  (August  11,  2004); 
and  72  FR  26870,  26969-26970  (May  11, 
2007)).  We  have  referred  to  this  written 
agreement  as  a  “written  contract”  (63  FR 
40954,  40989  (July  31,  1998)).  We  have 
explained  that  the  written  agreement 
requirement  was  a  useful  and  easily 
administered  documentation 
requirement,  an  administrative  tool,  a 
payment  safeguard  which,  among  other 
things,  allowed  the  Secretary  to  identify 
the  costs  of  offsite  training  and  to 
determine  whether  a  hospital  seeking 
Medicare  reimbursement  for  the  offsite 
training  of  residents  (or  some  other 
entity)  had  paid  all  or  substantially  all 
costs  of  the  offsite  training.  Among 
other  things,  the  written  agreement 
requirement  allowed  the  Secretary  to 
ensure  that:  (a)  Two  or  more  hospitals 
were  not  paid  for  the  same  costs  of 
offsite  training  of  residents;  (b)  the 
hospital  seeking  Medicare 
reimbursement  for  the  offsite  training  of 
residents  was  not  reimbursed  for  costs 
which  a  nonprovider  site  really  had 
incurred;  and  (c)  that  the  hospital 
seeking  Medicare  reimbursement  for  the 
offsite  training  of  residents  and  a 
nonprovider  setting  were  not  both  paid 
for  costs  of  offsite  training. 

Section  713  of  the  Medicare 
Prescription  Drug,  Improvement,  and 


Federal  Register/ Vol.  75,  No.  226/ Wednesday,  November  24,  2010 /Rules  and  Regulations  72135 


Modernization  Act  of  2003  (MMA) 
imposed  a  l-year  moratorium  relating  to 
certain  nonprovider  site  teaching 
physician  costs  for  the  period  from 
January  1,  2004,  through  December  31, 
2004.  During  this  1-year  period,  we 
were  required  to  allow  hospitals  to 
count  FTE  allopathic  or  osteopathic 
family  practice  residents  training  in 
nonprovider  settings  for  IME  and  direct 
GME  payment  purposes  without  regard 
to  the  finaiTcial  arrangement  between 
the  hospital  and  the  teaching  physician 
practicing  in  the  nonprovider  setting  to 
which  the  resident  was  assigned.  We 
instructed  our  Medicare  contractors 
(then  referred  to  as  only  “fiscal- 
intermediaries”  or  “FIs”)  regarding  the 
effect  of  section  713  of  the  MMA  by 
stating  that,  when  settling  prior  year 
cost  reports,  during  this  1-year  period,  or 
for  family  practice  residents  actually 
training  in  nonprovider  settings  during 
this  1-year  period,  contractors  should 
allow  hospitals  to  count  allopathic  and 
osteopathic  family  practice  residents 
training  in  a  nonprovider  setting  for 
direct  GME  and  IME  payment  purposes 
without  regard  to  the  financial 
arrangement  between  the  hospital  and 
the  nonprovider  site  pertaining  to  the 
teaching  physicians’  costs  associated 
with  the  residency  program.  For 
additional  information  on  this  provision 
and  for  a  summary  of  public  comments 
we  received  and  our  responses  related 
to  this  provision,  we  refer  readers  to  the 
FY  2005  IPPS  final  rule  (69  FR  49176, 
August  11,  2004), 

In  an  effort  to  build  in  some  flexibility 
and  in  an  effort  to  respond  to  concerns 
expressed  by  hospitals  about  the 
administrative  burden  associated  with 
meeting  the  written  agreement 
requirements,  the  Secretary  revised  the  ' 
written  agreement  rule  to  give  hospitals 
more  options.  Specifically,  in  the  FY 
2005  IPPS  final  rule  (69  FR  49179),  we 
revised  our  regulations  at  §  413.78(e)  to 
allow  hospitals  to  choose  to  either  enter 
into  a  written  agreement  with  the 
nonprovider  site  before  the  hospital  may 
begin  to  count  residents  training  at  the 
nonprovider  site,  or  to  pay  concurrently 
for  the  cost  of  training  at  the 
nonprovider  setting.  That  is,  in  the 
absence  of  a  written  agreement, 
hospitals  are  required  to  pay  “all  or 
■  substantially  all”  of  the  costs  of  the 
training  program  in  the  nonprovider 
setting  by  the  end  of  the  third  month 
following  the  month  in  which  the 
training  occurs.  While  the  FY  2005  final 
rule  preamble  language  indicated  that 
the  Secretary  had  concluded  that  the 
written  agreement  was  not  the  only  way 
for  the  agency  to  ensure  that  a  given 
hospital  was  complying  with  the 


statute’s  “all  or  substantially  all”  of  the 
cost  requirement,  it  also  indicated  that 
it  was  and  had  been  a  sensible  means  of 
doing  so  (69  FR  48916,  49179,  Aug.  11, 
2004). 

On  May  11,  2007,  we  published 
changes  In  the  IPPS  final  rule  (72  FR 
26949)  that  once  again  modified  the 
definition  of  “all  or  substantially  all  of 
the  costs  for  the  training  program  in  the 
nonprovider  setting.”  That  final  rule 
further  defined  “all  or  substantially  all” 
under  §  413.75(b)  to  mean  at  least  90 
percent  of  the  total  costs  of  the 
residents’  salaries  and  fringe  benefits 
(including  travel  and  lodging  where  • 
applicable)  and  the  portion  of  the  cost 
of  the  teaching  physician’s  salaries 
attributable  to  GME.  Although  some 
public  commenters  had  objected  to  our 
proposed  redefinition  of  the  “all  or 
substantially  all,”  we  adopted  the  90 
percent  rule  because  we  believed  it 
would  substantially  address  concerns 
that  had  been  voiced  previously  by  the 
industry.  With  this  modification, 
hospitals  were  no  longer  required  to  pay 
100  percent  of  the  residents’  salaries 
and  fringe  benefits  (including  travel  and 
lodging  where  applicable)  and  the 
portion  of  the  teaching  physicians’  costs 
attributable  to  GME  at  the  nonprovider 
site.  This  change  in  policy  also  allowed 
providers  to  use  an  alternative,  less 
burdensome  method  to  calculate  the  . 
GME  teaching  physicians’  costs 
attributable  to  direct  GME  at 
nonprovider  sites.  In  addition  to  the 
redefinition  of  “all  or  substantially  all  of 
the  costs,”  the  May  11,  2007  final  rule 
modified  the  regulation  text  at 
§413.78(f)(3)(ii)  to  clarify  that  the 
required  written  agreement  between  a 
hospital  and  a  nonprovider  site  must  be 
in  place  before  residents  begin  training 
at  the  nonprovider  site.  That  final  rule 
also  specified  the  information  that  must 
be  included  in  the  written  agreement, 
and  stated  that  the  amounts  specified  in 
the  written  agreement  may  be  rnodified 
by  June  30  of  the  applicable  academic 
year. 

Section  5504(a)  of  the  Affordable  Care 
Act  made  changes  to  section 
1886(h)(4)(E)  of  the  Act  to  reduce  the 
costs  that  hospitals  must  incur  for. 
residents  training  in  nonprovider  sites 
in  order  to  count  the  FIT;  residents  for 
purposes  of  Medicare  direct  GME 
payments.  Specifically,  section  5504(a) 
amended  the  statute  to  allow  a  hospital 
to  count  all  the  tiiUe  that  a  resident 
trains  in  activities  related  to  patient  care 
in  a  nonprovider  site  so  long  as  the 
hospital  incurs  the  costs  of  the 
residents’  salaries  and  fringe  benefits  for 
the  time  that  the  resident  spends 
training  in  the  nonprovider  site.  Section 
5504(b)  of  the  Affordable  Care  Act  made 


similar  changes  to  section 
1886(d)(5)(B)(iv)  of  the  Act  for  IME 
payment  purposes.  For  direct  GME 
payments,  the  provision  is  effective  for 
cost  reporting  periods  beginning  on  or 
after  July  1,  2010;  for  IME  payments,  the 
provision  is  effective  for  discharges 
occurring  on  or  after  July  1,  2010.  The 
changes  made  by  section  5504(a)  and  (b) 
of  the  Affordable  Care  Act  also  specify 
that  if  more  than  one  hospital  incurs  the 
residency  training  costs  in  a 
nonprovider  setting,  those  hospitals  are 
to  count  a  proportional  share  of  the 
training  time  as  determined  by  written 
agreement  between  the  hospitals.  In 
addition,  section  5504(a)  amended 
section  1886(h)(4)(EJ  of  the  Act  to 
require  hospitals  to  maintaiii  documents 
indicating  the  amount  of  time  the 
residents  they  are  claiming  spend 
training  in  nonprovider  sites  relative  to 
a  base  year  that  the  Secretary  will 
specify,  and  to  make  those  documents 
available  to  the  Secretary. 

Section  5504(c)  of  the  Affordable  Care 
Act  specifies  that  the  amendments  made 
by  the  provisions  of  sections  5504(a) 
and  (b)  shall  not  be  applied  in  a  manner 
that  would  require  the  reopening  of 
settled  cost  reports,  for  which  there  is 
not  a  jurisdictionally  proper  appeal 
pending  on  the  issue  of  direct  GME  or 
IME  payments  as  of  March  23,  2010  (the 
date  of  the  enactment  of  Pub.  L.  111- 
148).  In  the  August  3,  2010  proposed 
rule  (75  FR  46385),  we  proposed  to 
interpret  “pending,  jurisdictionally 
proper  appeal  on  direct  GME  or  IME 
payments”  to  mean  that  in  order  for  a 
hospital  to  request  a  change  to  its  FTE 
count,  for  direct  GME  or  IME,  the 
“pending,  jurisdictionally  proper 
appeal”  must  be  specific  to  direct  GME 
or  IME,  respectively. 

Comment:  One  commenter  asked  that 
CMS  clarify  the  definition  of  a 
nonprovider  site.  The  commenter 
specifically  asked  whether  the  term 
“nonprovider  site”  would  apply  to  a 
situation  in  which  residents  in  a  family 
practice  program  rotate  to  a  physician’s 
office  but  accompany  the  doctor  to  a 
separate,  nonteaching  hospital.  Another 
commenter  requested  that  CMS  clarify 
the  definitions  of  nonprovider  and 
hospital-based  settings  to  state  that 
hospital-based  settings  can  include  a 
variety  of  ambulatory  experiences. 

Response:  A  “nonprovider  site”  is  a 
setting  that  does  not  qualify  as  a 
provider-based  facility  or  organization 
in  accordance  with  the  criteria  in  the 
regulations  at  42  CFR  413.65.  In 
addition,  the  regulations  at  42  CFR 
413.78(b)  state  that  “a  hospital  cannot 
claim  the  time  spent  by  residents  at 
another  hospital.”  Therefore,  in  the 
example  given  by  the  first  commenter. 
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the  hospital  where  the  resident  usually 
trains  in  his  or  her  family  practice 
program  cannot  count  the  time  that  the 
resident  spends  rotating  with  a 
physician  to  another  hospital.  We  do 
not  believe  that  the  regulations  need  to 
be  revised  to  include  a  separate 
definition  of  a  “nonprovider  site”  as  it 
applies  to  this  provi.sion. 

Comment:  Many  commenters 
disagreed  with  our  interpretation  of  the 
application  provisions  of  section 
5504(c)  of  the  Affordable  Care  Act.  The 
commenters  believed  that  the  statute 
clearly  allows  hospitals  to  reopen  cost 
reports  that  have  a  jurisdictionally 
proper  pending  appeal  as  of  March  23, 
2010,  regardless  of  whether  or  not  the 
issue  under  appeal  is  specifically 
related  to  direct  GME  or  IME  payments. 
Because  many  of  the  GME  provisions  in 
the  Affordable  Care  Act  apply 
retroactively  (for  example,  the 
provisions  regarding  didactic  time  in 
section  5505),  the  commenters  believed 
that  CMS  should  not  place  additional 
restrictions  on  a  hospital’s  ability  to 
appeal.  Another  commenter  suggested 
that  CMS  allow  providers  to  reopen  cost 
reports  for  an  Affordable  Care  Act  issue 
on  direct  GME  or  IME  as  long  as  the 
hospital  has  a  jurisdictionally  proper 
appeal  pending  for  either  an  IME  or 
direct  GME  issue. 

Another  commenter  stated  that  it 
generally  considers  an  IME  appeal  issue 
to  be  specific  to  the  aspect  of  IME  that 
the  provider  is  contesting.  Therefore, 
the  commenter  suggested  that  an 
allowable  appeal  under  section  5504  be 
limited  to  appeals  in  which  the  provider 
contests  issues  covered  by  section  5504, 
and  not  direct  GME  or  IME  on  an  overall 
basis. 

One  commenter  asked  whether  the 
provisions  of  section  5504  could  be 
applied  to  open  cost  reports  for  which 
no  Notice  of  Program  Reimbursement 
(NPR)  has  been  issued,  and  which, 
therefore,  does  not  have  any 
jurisdictionally  proper  appeals  pending. 

Another  commenter  claimed  that  the 
application  provisions  of  section 
5504(c)  clearly  apply  the  provisions  of 
sections  5504(a)  and  (b)  to  cost  reporting 
periods  occurring  before  )uly  1,  2011 
[sic].  The  commenter  asserted  that 
because  section  5504(c)  expressly  states 
that  the  provisions  of  this  section  “shall 
not  be  applied  in  a  manner  that  requires 
reopening  of  any  settled  hospital  cost 
reports  as  to  which  there  is  not  a 
jurisdictionally  proper  appeal  pending” 
as  of  March  23,  2010,  such  nonprovider 
site  training  time  should  be  allowed  for 
those  cost  reports,  even  though  the 
provisions  of  sections  5504(a)  are  only 
effective  as  of  July  1,  2010. 


Response:  There  appears  to  be  a 
misreading  of  our  interpretation  of 
section  5504(c).  The  effective  date  of  the 
provisions  of  section  5504  is  clearly  July 

1,  2010.  This  date  is  unambiguously 
stated  in  the  plain  text  of  section 
5504(a),  which  states  that  it  is  “effective 
for  cost  reporting  periods  beginning  on 
or  after  July  1,  2010.”  Similarly,  section 
5504(b)  is  “effective  for  discharges 
occurring  on  or  after  July  1,  2010.”  Our 
discussion  of  section  5504(c)  in  the 
August  3,  2010  proposed  rule  (75  FR 
46385)  only  intended  to  explain  our 
interpretation  of  the  phrase  “a 
jurisdictionally  proper  appeal  pending” 
in  the  context  of  the  plain  language  of 
the  statute.  However,  we  are  clarifying 
in  this  final  rule  that,  as  noted  above, 
and  unlike  some  other  provisions  of  the 
Affordable  Care  Act,  section  5504  is 
fully  prospective,  with  an  explicit 
effective  date  of  July  1,  2010,  for  the 
new  standards  it  creates.  Nothing  in 
section  5504(c)  overrides  that  effective 
date.  Section  5504(c)  merely  notes  that 
the  usual  discretionary  authority  of 
Medicare  contractors  to  reopen  cost 
reports  is  not  changed  by  the  provisions 
of  section  5504;  it  simply  makes  clear 
that  Medicare  contractors  are  not 
required  by  reason  of  section  5504  to 
reopen  any  settled  cost  report  as  to 
which  a  provider  does  not  have  a 
jurisdictionally  proper  appeal  pending. 

It  does  not  require  reopening  in  any 
circumstance;  and  the  new  substantive 
standard  is,  in  any  event,  explicitly 
prospective.  We  believe  if  Congress  had 
wanted  to  require  such  action  or  to 
apply  the  new  standards  to  cost  years  or 
discharges  prior  to  July  1,  2010,  it 
would  have  done  so  in  far  more  explicit 
terms. 

2.  Elimination  of  the  “All  or 
Substantially  All  of  the  Costs  for  the 
Training  Program  in  the  Nonprovider 
Setting”  Requirement  and  New  Cost 
Requirements  for  Hospitals 

As  stated  earlier,  in  the  May  11.  2007 
final  rule  (72  FR  26949),  we  redefined 
the  phrase  “all  or  substantially  all  of  the 
costs  for  the  training  program  in  the 
nonprovider  setting”  under  §  413.75(b) 
of  the  regulations  to  mean  at  least  90 
percent  of  the  total  costs  of  the 
residents’  salaries  and  fringe  benefits 
(including  travel  and  lodging  where 
applicable)  and  the  portion  of  the  cost 
of  the  teaching  physicians’  salaries 
attributable  to  nonpatient  care  diTect 
GME.  However,  section  5504  of  the 
Affordable  Gare  Act  revised  the  Act, 
effective  on  July  1,  2010,  and  eliminated 
the  requirement  that  a  hospital  incur 
“all  or  substantially  all  of  the  costs  for 
the  training  program  in  the  nonprovider 
setting.”  Under  the  changes  made  by 


section  5504,  hospitals  are  only  required 
to  incur  the  costs  of  the  resident’s 
salaries  and  fringe  benefits  during  the 
time  the  resident  spends  in  the 
nonprovider  setting,  and  they  no  longer 
have  to  incur  other  training  costs  in  the 
nonprovider  site  in  order  to  count  such 
time  for  direct  GME  and  IME  purposes. 

In  the  August  3,  2010  proposed  rule 
(75  FR  46385),  we  proposed  to  revise 
the  regulation  at  §  413.75(b)  accordingly 
to  conform  to  these  new  statutory 
requirements.  Specifically,  we  proposed 
to  revise  the  existing  definition  of  “all  or 
substantially  all  of  the  costs  for  the 
training  program  in  the  nonprovider 
setting”  to  be  effective  for  cost  reporting 
periods  beginning  on  or  after  July  1, 
2007,  and  before  July  1,  2010.  We  also 
proposed  to  add  a  new  §  413.78(g)  that 
details  how  hospitals  should  count 
residents  that  train  in  nonprovider  sites 
for  cost  reporting  periods  beginning  on 
or  after  July  1,  2010.  Specifically,  we 
proposed  to  require  under  §  413.78(g)(2) 
that  a  hospital  or  hospitals  must  incur 
the  costs  of  the  salaries  and  fringe 
benefits  of  the  resident  during  the  time 
the  resident  spends  in  the  nonprovider 
setting  in  order  to  count  that  time  for 
direct  GME  payment  purposes.  We  also 
proposed  to  revise  §  412.105(f)  to  reflect 
these  changes  for  the  purposes  of  IME 
payments. 

Comment:  Many  commenters 
supported  the  proposed  changes  to  the 
regulations  to  reflect  the  provisions  of 
section  5504  of  the  Affordable  Gare  Act. 
Some  commenters  remarked  that  these 
changes  vastly  simplify  the 
recordkeeping  required  of  hospitals  to 
follow  the  regulations,  which  will  allow 
hospitals  to  focus  on  providing  quality 
care  and  medical  education.  Similarly, 
other  commenters  noted  that  the 
proposed  regulations  removed  hospitals’ 
administrative  burden  of  calculating 
teaching  physician  costs  at  nonprovider 
sites.  The  commenters  also  applauded 
the  proposed  changes  because  they 
reflect  encouragement  of  resident 
training  in  nonprovider  settings. 

Response:  We  appreciate  this  positive 
feedback  from  commenters. 

Comment:  One  commenter  stated  that 
it  is  clear  that  the  revisions  to  the 
existing  definition  of  “all  or 
substantially  all  of  the  costs  for  the 
training  program  in  the  nonprovider 
setting”  would  be  applicable  to  cost 
reporting  periods  beginning  on  or  after 
July  1,  2007  and  before  July  1,  2010.  but 
that  it  is  not  clear  how  years  prior  to 
July  1,  2007  should  be  handled.  The 
commenter  maintained  that  the 
Medicare  contractors  should  be 
instructed  to  apply  these  rules  to  all 
open  cost  report  years. 
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Response:  The  proposed  changes  to 
the  definition  of  “all  or  substantially  all 
of  the  costs  for  the  training  program  in 
the  nonprovider  setting”  are  effective  for 
cost  reporting  periods  beginning  on  or 
after  July  1,  2010  for  direct  GME  and  for 
discharges  occurring  on  or  after  July  1, 
2010  for  IME.  We  did  not  propose  any 
changes  to  the  definition  of  “all  or 
substantially  all  of  the  costs  for  the 
training  program  in  the  nonprovider 
setting”  for  cost  reporting  periods 
beginning  before'  July  1,  2010  or  for 
discharges  occurring  before  July  1,  2010. 
Medicare  contractors  will  continue  to 
-treat  nonprovider  site  training  time 
prior  to  July  1,  2010  as  they  were 
required  to  under  the  regulations  in 
effect  prior  to  July  1,  2010. 

After  consideration  of  the  public 
comments  we  received,  we  are 
finalizing  our  proposed  changes  to  the 
regulations  at  §  413.75(b),  §  413.78(f)(1), 

§  413.78(g),  and  §412.105(f)(l)(iii) 
regarding  new  cost  requirement  for 
hospitals  without  modification. 

3.  Revision  to  Regulations  To  Allow  . 
More  Than  One  Hospital  To  Incur  the 
Costs  of  Training  Programs  at 
Nonprovider  Settings,  Either  Directly  or 
Through  a  Third  Party 

As  indicated  above,  prior  to  the 
enactment  of  the  Affordable  Care  Act, 
section  1886(h)(4)(E)  of  the  Act 
(regarding  direct  CME)  and  section 
1886(d)(5)(B)(iv)  of  the  Act  (regarding 
IME)  allowed  a  hospital  to  count  the  • 
time  spent  by  residents  training  in  a 
nonprovider  site  only  when  one  single 
hospital  incurred  the  costs  of  a 
particular  training  program  in  a 
particular  nonprovider  setting.  We  note 
that  both  sections  of  the  statute 
specified  that  a  hospital  could  count  the 
time  spent  by  residents  training  in  a 
nonprovider  site  “if  the  hospital  incurs 
all  or  substantially.all  the  costs  for 
the  training  program  in  that  setting” 
(emphasis  added).  While  we  understand 
that,  in  some  cases,  hospitals  share  the 
costs  of  training  residents  in  a  specific 
program  at  the  same  nonprovider  site, 
we  have  historically  only  allowed  one 
hospital  to  count  time  spent  by  those 
residents  at  a  nonprovider  site  if  that 
single  hospital  met  the  requirement  to 
incur  “all  or  substantially  all”  of  the 
training  program  costs  at  the 
■nonprovider  site.  Accordingly,  two  or 
more  hospitals  could  not  count  the  time 
spent  by  residents  in  a  specific  program 
training  at  a  nonprovider  site  if  they 
Shared'the  training  costs  at  the  site  or  if 
a  third  party  incurred  the  costs  of 
training  at  a  nonprovider  site  on  behalf 
of  several  hospitals.  Examples  of  third 
parties  that  might  incur  nonprovider 
site  training  program  costs  are  a  medical 


or  dental  school,  or  a  CME 
administrative  entity  that  is  established 
to  operate  the  CME  program. 

Sections  5504(a)  and  (b)  of  the 
Affordable  Care  Act  specifically  address 
the  situation  in  which  more  than  one 
hospital  incurs  the  costs  of  training 
programs  at  nonprovider  settings,  either 
directly  or  through  a  third  party. 

Sections  5504(a)  and  (b)  amended 
sections  1886(h)(4)(E)  and 
1886(d)(5)(B)(iv)  of  the  Act, 
respectively,  to  provide  that  when  more 
than  one  hospital  incur  these. costs, 
either  directly  or  through  a  third  party, 
those  hospitals  “shall  count  a 
proportional  share  of  the  time,  as 
determined  by  written  agreement 
between  the  hospitals,  that  a  resident 
spends  training  in  that  setting.” 
Therefore,  these  statutory  changes  now 
allow  hospitals  to  share  the  costs  of 
resident  training  at  nonprovider  sites,  so 
long  as  those  hospitals  divide  the 
resident  time  proportionally  in 
accordance  with  a  written  agreement, 
for  the  purposes  of  determining  their 
respective  direct  CME  and  IME  FTE 
resident  counts  at  the  nonprovider  site. 
These  provisions  of  the  statute  are 
effective  for  cost  reporting  periods 
beginning  on  or  after  July  1,  2010,  for 
direct  CME,  and  for  discharges 
occurring  on  or  after  July  1,  2010,  for 
IME.  Accordingly,  although  hospitals 
that  shared  training  costs  at  nonprovider 
sites  could  not  count  any  of  resident 
time  spent  training  at  those  nonprovider 
sites  prior  to  July  1,  2010,  hospitals  can 
count  that  training  time  beginning  on  or 
after  July  1,  2010,  as  long  as  they  divide 
the  resident  training  time  proportionally 
and  record  that  proportion  in  a  written 
agreement. 

In  the  August  3,  2010  proposed  rule 
(75  FR  46385  through  46387),  we 
proposed  to  revise  our  regulations  to 
reflect  the  statutory  provision  that 
allows  hospitals  to  proportionally  share 
the  costs  of  resident  training  at 
nonprovider  sites  under  a  new 
paragraph  (g)(2)  of  §413.78  for  direct 
CME  and  to  make  a  conforming  cross- 
referende  change  under 
§412.105(f)(l)(ii)(E)  of  the  IME 
regulations.  While  the  statute  allows 
hospitals  to-  determine  by  a  written 
agreement  the  proportional  share  of 
time  that  residents  spend  training  in  the 
nonprovider  site,  we  proposed  that 
hospitals  must  use  a  reasonable  basis  for 
establishing  that  proportion  (proposed 
§413.78(g)(2)(ii),  final  §413.78(g)(2)(i)). 
One  such  reasonable  basis  could  be  that 
each  hospital  counts  the  number  of 
FTEs  for  which  it  incurs  the  salaries  and 
fringe  benefits.  For  example,  if  there  are 
10  FTEs  training  in  a  nonprovider 
setting  in  a  particular  program,  and 


there  are  2  hospitals  that  each  incur  the 
costs  of  the  salaries  and  fringe  benefits 
of  5  of  those  FTEs,  each  hospital  could  * 
agree  to  count  50  percent  of  the  FTEs 
(even  if  each  hospital  is  not  necessarily 
paying  50  percent  of  the  cost,  due  to 
differences  in  resident  salary  amounts, 
this  arrangement  is  acceptable,  so  long 
as  100  percent  of  the  required  cost  is 
paid). 

In  addition  to  having  a  reasonable 
basis  for  establishing  the  proportion, 
hospitals  must  be  able  to  docurrient  the 
amount  that  they  are  paying,  and  this 
amount  must  equate  to  at  least  the  sum 
of  all  the  salaries  and  fringe  benefits  of 
the  residents  for  the  amount  of  time  that 
the  residents  are  training  in  that  site. 

The  salaries  and  fringe  benefits  of  the 
residents  will  vary  depending  upon  the 
program  year  of  the  residents,  and  the 
specialty  in  which  they  are  training.  As 
we  indicated  in  the  May  11,  2007  final 
rule  (72  FR  26961),  hospitals  must  “take 
into  account  the  actual  salary  and  fringe 
benefits  for  each  FTE  resident  that  trains 
in  the  nonprovider  site,  which  may  vary 
by  resident.”  Therefore,  as  also 
indicated  in  the  May  11,  2007  final  rule 
(72  FR  26970),  global  agreements  that 
cover  a  variety  of  issues  (CME  and  non- 
CME)  between  the  hospital(s)  and  the 
nonprovider  site,  and  that  only  specify 
a  lump  sum  payment  amount  with  no 
break  out  of  the  residents’  salaries  and 
fringe  benefits,  do  not  provide  sufficient 
•  information  for  the  Medicare  contractor 
to  determine  that  “all  or  substantially 
all”  of  the  costs  (or,  effective  July  1, 

2010,  that  all  of  the  residents’  salaries 
and  fringe  benefits)  have  been  paid  by 
the  hospitals.  Accordingly,  we  would 
expect  that,  regardless  of  whether  there 
is  one  hospital  paying  the  cost,  or  more 
Than  one  hospital  is  sharing  the  costs, 
hospitals  would  need  to  determine  prior 
to  the  start  of  nonprovider  rotations 
(with  allowance  for  modification  by 
June  30  of  that  academic  year)  the  total 
cost  of  the  salaries  and  fringe  benefits  of 
the  residents  that  are  training  for  the 
proportion  of  the  year  spent  in  each 
nonprovider  site.  Of  course,  in  the 
instance  where  the  residents  remain  on 
the  payroll  of  one  or  more  hospitals  for 
the  entire  year,  it  would  be  easier  to 
document  that  the  hospital(s)  continues 
to  pay  the  residents’  .salaries  and  fringe 
benefits  when  the  residents  rotate  to 
nonprovider  sites.  Similarly,  where  the 
residents  are  on  the  payroll  of  the 
medical  or  dental  school,  or  of  a  third 
party  CME  administrative  entity,  and 
the  hospitals  reimburse  the  school  or 
the  third  party  for  the  entire  salary  and 
fringe  benefit  costs  of  the  residents,  for 
both  hospital  and  nonprovider  training, 
the  hospitals  could  easily  document  that 
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they  have  incurred  the  requisite  costs  of 
training  in  nonprovider  sites.  However, 
once  the  total  costs  for  the  residents’ 
salaries  and  fringe  benefits  for  time 
spent  in  the  nonprovider  site  are 
determined  and  covered  by  the 
hospitals,  the  hospitals  may  decide 
among  themselves- the  proportion  of 
those  costs  each  will  incur,  and  may  use 
a  reasonable  basis  to  allocate  among 
themselves  the  proportion  of  FTE 
residents  that  each  one  will  count,  as 
discuss^ed  above. 

As  specified  in  section  5504  of  the 
Affordable  Care  Act.  in  the  August  3, 

2010  proposed  rule  (75  FR  46386),  we 
proposed  that  hospitals  must  record  the 
proportion  of  the  FTE  resident  time 
spent  training  in  the  nonprovider  site 
that  will  be  counted  by  each  hospital  for 
purposes  of  IME  and  direct  GME 
payment,  as  well  as  the  reasonable  basis 
for  the  proportion,  in  a  written 
agreement  between  the  hospitals.  We 
proposed  to  add  this  requirement  in 
regulations  at  §  413.78(g)(2).  If  hospitals 
have  in  place  written  agreements  with 
the  nonprovider  site  in  accordance  with 
our  existing  regulations  at 
§413.78(f)(3)(ii),  we  proposed  that  the 
proportion  of  the  FTE  resident  training 
time  to  be  counted  for  IME  and  direct 
GME  purposes  by  each  hospital,  and  the 
basis  for  the  proportion,  may  be 
recorded  in  that  agreement  (proposed 
§413.78(g)(2)(iii)).  We  proposed  that  if 
the  hospitals  choose  to  pay  the  training 
program  costs  concurrently  as  described 
in  §413.78(g)(3)(i),  that  is,  without  a 
written  agreement,  the  hospitals  must 
still  agree  in  writing  to  the  proportion 
of  costs  and  training  time  they  plan  to 
incur  and  count  (proposed 
§413.78(g)(2)(iv),  final 
§  413.78(g)(2)(iii))  in  addition  to  the 
basis  for  that  proportion,  before  the  end 
of  the  applicable  training  year.  That 
written  agreement  between  the  hospitals 
must  be  available  for  CMS  review  and 
for  auditing  purposes.  In  addition,  we 
indicated  that  we  would  expect  that  the 
hospitals’  records  of  resident  training 
time  and  training  costs  at  nonprovider 
sites,  as  required  by  the  Affordable  Care 
Act  and  as  discussed  below,  reflect  the 
proportions  of  training  time  and  costs  as 
agreed  upon  and  documented  in 
whichever  type  of  written  agreement  the 
hospitals  used  to  record  the 
proportional  shares  of  resident  training 
time  that  each  will  count  for  purposes 
of  direct  GME  and  IME  payment. 

Comment:  One  commenter  supported 
the  proposed  changes  regarding 
allowing  hospitals  to  share  the  costs  of 
training  residents  at  nonprovider  sites. 

Response:  We  appreciate  the 
commenter’s  support. 


Comment:  Several  commenters 
requested  that  CMS  detail  the 
documentation  requirements  in  cases 
where  a  third  party  incurs  the  costs  of 
training  at  a  nonprovider  site  on  behalf 
of  several  hospitals,  where  hospitals 
have  a  global  agreement  with  that  third 
party,  and  when  a  hospital  pays  a 
nonprovider  site  concurrently.  Many 
commenters  stated  that  they  did  not 
believe  that  resident  compensation  costs 
must  be  itemized  in  order  for  a  hospital 
to  receive  the  Medicare  payments  to 
which  it  is  entitled. 

A  large  number  of  these  commenters 
noted  that  hospitals  that  pay  residents 
salaries  and  fringe  benefits  through 
global  agreements  and  that  do  not  use 
an  invoice  system  to  track  costs,  may 
find  it  “unduly  burdensome”  to  change 
their  internal  accounting  practices  in 
order  to  produce  the  proper 
documentation  to  comply  with  this 
proposed  regulation.  Some  of  those 
commenters  suggested  that,  instead,  a 
“memorandum  of  understanding” 
between  a  hospital  and  a  third  party  be 
sufficient  for  documentation  of  the 
sharing  of  costs  between  the  two 
entities.  They  suggested  that  this 
memorandum  would  be  effective  at  the 
beginning  of  a  hospital’s  fiscal  year,  and 
it  would  project  the  expected  amount  of 
resident  compensation  for  the  year. 
Further,  they  suggested  that  the 
memorandum  would  be  followed  bj'^  a 
year-end  reconciliation  of  costs.  The 
commenters  concluded  by  stating  that 
all  hospitals  would  benefit  from  clear 
instructions  regarding  these 
documentation  requirements.  Other 
commentei's  suggested  that  CMS  clarify 
that  as  long  as  the  hospital  provides 
documentation  that  “(1)  it  is 
compensating  the  third-party  an  amount 
that  is  at  least  equal  to  the  aggregate  of 
the  salary  and  fringes  for  the  resident 
full-time  equivalents  (FTEs)  training  at 
a  nonprovider  site,  and  (2)  the  amount 
paid  to  the  third-party  is  identified  in 
the  global  agreement  as  being  for  that 
purpose,”  this  documentation  would  be 
sufficient  for  the  hospital  *^^0 
demonstrate  that  it  is  incurring  the  costs 
of  training  those  resident  FTEs  at  the 
nonprovider  setting.  Another 
commenter  believed  that  identifying  the 
FTE  count  at  nonprovider  sites  should 
be  sufficient  for  these  documentation 
requirements.  Other  commenters 
suggested  that  as  long  as  all  of  the 
hospitals  that  share  the  residents’  time 
are  funding  100  percent  of  the  resident, 
stipends  and  benefits  in  the  aggregate, 
and  they  are  not  claiming  more  than  100 
percent  of  the  residents’  time,  CMS 
permit  hospitals  to  determine  for  •' 


themselves  when  and  how  to  allocate 
resident  time  spent  in  nonprovider  sites. 

Response:  In  order  to  effectively 
implement  and  ensure  compliance  with 
section  5504,  we  must  require  that  the 
written  agreement  between  a  hospital 
and  a  third  party  that  incurs  the  costs 
of  training  at  a  nonprovider  site  contain 
information  that  clearly  documents  that 
the  hospital  is  incurring  the  costs  of  the 
residents’  salaries  and  fringe  benefits  at 
each  nonprovider  site.  If  the  third  party 
that  pays  the  residents’  salaries  and 
fringe  benefits  also  owns  some  or  all  of 
the  nonprovider  sites  to  which  the 
residents  rotate,  one  master  agreement 
with  the  third  party  is  sufficient,  so  long 
as  the  number  of  FTEs  and  dollar 
amount  for  total  costs  incurred  for  those 
FTEs  is  specified  in  the  master 
agreement  for  each  program  at  each 
nonprovider  site. 

Similar  documentation  requirements 
exist  in  situations  in  which  two 
hospitals  share  the  costs  of  training 
residents  at  a  nonprovider  site.  If  two 
hospitals  share  the  costs  of  training 
residents  in  a  given  program  at  the  same 
nonprovider  site,  the  hospitals  must  be 
able  to  document  together  that  they  paid 
the  salaries  and  fringe  benefits  of  all  the 
residents  in  that  program  for  the  time 
spent  training  at  that  nonprovider  site, 
and  they  also  must  explain  in  a  written 
agreement  the  arrangement  for  dividing 
the  costs  and  FTEs.  For  each 
nonprovider  site  in  which  the  hospital 
wishes  to  claim  the  FTEs  for  IME  and 
direct  GME,  a  hospital  must  include  in 
the  written  agreement  (or  document,  if 
it  is  paying  concurrently) — 

(1)  The  total  number  of  FTE  residents 
in  each  program  at  each  nonprovider 
site  (if  the  hospital  is  sharing  the  costs 
of  the  residents’  salaries  and  fringe 
benefits  with  another  hospital(s),  each 
hospital  would  specify  the  number  of 
FTEs  in  each  program  at  each  site  for 
which  they  are  paying  the  salaries  and 
fringe  benefits):  and 

(2)  The  total  dollar  amount  the 
hospital  is  paying  for  all  those  FTE 
residents  at  each  nonprovider  site 
respectively.  The  hospital  need  not  list 
the  program  years  and  the  individual 
salaries  and  benefits  for  each  FTE  in 
each  program  year  for  each  program,  but 
the  hospital  would  be  expected  to 
supply  such  information  at  audit  so  that 
the  Medicare  contractor  could  replicate 
how  the  hospital  arrived  at  the  total 
dollar  amount  included  in  the  written 
agreement  (and  paid  by  the  hospital).  In 
addition,  the  hospital  must  include  all 
this  information  regardless  of  whether 
the  agreement  is  directly  between  it  and 
the  nonprovider  site,  or  if  the  agreement 
involves  a  third  party. 
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.  Comment:  Several  commenters 
contended  that  it  is  impractical  and 
burdensome  to  require  hospitals  to 
identify  the  costs  of  training  residents  at 
nonprovider  sites  prior  to  the  start  of 
I  nonprovider  site  rotations  on  July  1  of 
an  academic  year.  One  commenter 
maintained  that  such  costs  can  only  be 
calculated  after  June  30  of  an  academic 
year.  The  commenter  explained  that 
because  residents  rotating  at 
nonprovider  sites  often  retain  some 
responsibilities  at  a  hospital,  and  that 
those  residents’  rotations  between  both 
sites  varies  from  day  to  day,  an 
accounting  of  nonprovider  site  training 
time  must  occur  retrospectively. 

Response:  We  believe  that  hospitals 
should  have  a  general  sense  of  the  salary 
and  fringe  benefit  costs  of  the  residents 
I  that  will  be  training  at  nonprovider  sites 
!  before  the  start  of  an  academic  year, 
t  Salary  and  fringe  benefit  costs  for  each 
specialty  and  program  year  are  usually 
:  fixed  before  the  start  of  an  academic 

I  year,  and  the  only  variable  that  could 
1  reasonably  change  after  the  start  of 
resident  rotations  would  be  the  exact 
1  number  of  FTEs  rotating  to  nonprovider 
t  sites.  If  residents’  rotation  assignments 
are  governed  by  program  directors  at  the 
medical  school  and  not  by  the  hospital 
I  itself,  the  hospital  should  be  able  to 
J  retrieve  this  information  from  the 

^  medical  school. 

Written  agreements  can  be  amended 
!  by  the  end  of  the  academic  year  on  June 

[  30  to  account  for  such  rotation  changes, 

[  as  specified  in  the  newr  §  413.78(g)(3)(ii). 

Hospitals  also  can  opt  to  pay 
j  nonprovider  sites  concurrently 

j  according  to  the  new  §  413.78(g)(2)(iii), 

I  in  which  case  no  written  agreement 
i  regarding  the  payment  of  resident 
j  salaries  and  fringe  benefits  is  required. 

(We  note  that  in  a  case  where  multiple 
t  hospitals  pay  the  nonprovider  site 

[  concurrently,  a  written  agreement  is  still 
required  to  document  the  reasonable 
basis  upon  which  those  multiple 
^  hospitals  divide  the  payment  of  resident 
salaries  and  fi'inge  benefits  to  the 
nonprovider  site.) 

Comment:  A  number  of  commenters 
encouraged  CMS  to  clearly  state  that 
section  5504  not  only  allows  hospitals 
that  share  the  cost  of  nonprovider  site 
training  to  “count  a  proportional  share 
of  the  time”  of  that  training,  but  that  it 
.  also  allows  hospitals  to  adjust  their 
direct  GME  and  IME  caps  accordingly. 

Other  commenters  noted  that 
hospitals  that  already  train  above  their 
i  cap  would  have  no  incentive  to  increase 

I  their  residents’  nonprovider  site  training 
under  this  provision  because  they 
would  not  be  able  to  claim  the 
additional  time  if  the  total  count  of 
nonprovider  site  training  time  is  less 


than  the  amount  the  hospital  is  over  its 
cap. 

A  number  of  commenters  who 
generally  addressed  the  current  system 
of  Medicare  GME  payment  called  for 
reforms  in  the  system  and  advocated 
targeted,  if  not  wholesale,  lifting  of  the 
FTE  caps.  However,  the  commenters 
noted  that  such  measures  would  require 
Congressional  legislation,  and  they 
acknqwledged  that  CMS  cannot 
implement  such  changes  through 
rulemaking.  Rather,  the  commenters 
encouraged  CMS  to  work  with  Congress 
toward  lifting  the  cap  as  soon  as 
possible. 

Response:  We  appreciate  the 
comments  on  the  Medicare  GME 
payment  system  in  general.  With  regard 
to  the  request  for  cap  increases  under 
the  provisions  of  section  5504,  hospitals 
cannot  adjust  their  caps  to  reflect  the 
additional  FTE  time  that  is  allowable 
under  section  5504.  Rather,  a  hospital  is 
permitted  to  count  that  additional  FTE 
time  within  the  limits  of  its  direct  GME 
and  IME  caps.  While  hospitals  that 
already  train  over  their  respective  FTE 
caps  may  not  have  a  clear  financial 
incentive  to  increase  nonprovider  site 
training  time  under  this  provision,  the 
easing  of  other  nonprovider  training 
requirements  under  section  5504  can 
still  facilitate  an  increase  in 
nonprovider  site  training  fi’om  those 
hospitals. 

Comment:  Some  commenters 
requested  that  CMS  refrain  from 
disallowing  resident  time  spent  in 
shared  nonprovider  site  rotations  prior 
to  July  1,  2010.  The  commenters 
claimed  that  disallowing  resident 
training  time  in  nonprovider  settings 
harms  our  national  health  interests  and 
violates  the  spirit  of  the  Affordable  Care 
Act.  The  commenters  believed  that  CMS 
has  the  authority  to  refrain  from 
enforcing  its  previous  policy  on 
counting  shared  nonprovider  site 
training  time. 

Response:  The  statute  does  not 
provide  CMS  discretion  to  allow  the 
counting  of  resident  time  spent  in 
shared  nonprovider  site  rotations  for 
cost  reporting  periods  beginning  prior  to 
July  1,  2010.  Section  5504  explicitly 
provides  that,  a  hospital  may  coimt 
shared  nonprovider  site  rotation  time  to 
cost  reporting  periods  beginning  on  or 
after  July  1,  2010,  for  direct  GME,  and 
for  discharges  occurring  on  or  after  July 
1,  2010,  for  IME,  if  a  hospital  incurs 
certain  costs. 

After  consideration  of  the  public 
comments  we  received,  we  are 
finalizing  our  proposed  revisions  of  the 
regulations  at  §§  413.78(g)(2)  and  (g)(3) 
to  allow  more  than  one  hospital  to  incur 
the  costs  of  nonprovider  site  training 


programs,  either  directly  or  through  a 
third  party. 

4.  Changes  to  Regulations  Regarding 
Recordkeeping  and  Comparison  to  a 
Base  Year 

As  stated  above,  section  5504(a)  of  the 
Affordable  Care  Act  requires  hospitals 
to  maintain  records  of  the  amount  of 
time  that  the  residents  they  are  claiming 
spend  in  nonprovider  settings,  and  to 
compare  that  time  to  the  time  spent  by 
the  residents  in  ponprovider  sites  in  a 
base  year  as  the  Secretary  may  specify. 
This  requirement  is  effective  for  cost 
reporting  periods  beginning  on  or  after 
July  1,  2010.  In  the  August  3,  2010 
proposed  rule  (75  FR  46387),  we 
proposed  to  incorporate  this  statutory 
requirement  for  maintaining  records 
under  a  new  paragraph  (g)(5)  of  §  413.78 
of  the  regulations.  We  also  stated  that 
we  anticipated  amending  the  cost  report 
for  hospitals  to  include  lines  where 
hospitals  can  submit  the  required  data, 
which  is  described  below.  These  data 
will  help  CMS  identify  whether  barriers 
to  resident  training  in  nonprovider  sites 
exist.  The  original  allowance  of  IME 
payments  for  training  in  nonprovider 
sites,  as  instituted  by  the  BBA,  was  ^ 
intended  to  act  as  an  incentive  to 
hospitals  to  increase  such  training. 
However,  we*have  not  seen  a  marked 
increase  in  the  amount  of  training  that 
occurs  in  nonprovider  settings  in  the 
years  since  the  implementation  of  the 
BBA.  Advocates  of  expanding  training 
in  nonprovider  sites  have  alleged  that 
CMS’  rules  for  counting  residents  in 
nonprovider  sites  regarding  teaching 
physician  salary  costs  were  an  obstacle 
to  the  expansion  of  training  in 
nonprovider  settings.  The  recordkeeping 
and  reporting  requirement  added  by 
section  5504(a)  of  the  Affordable  Care 
Act  will  provide  the  Secretary 
information  to  assess  whether 
nonprovider  site  resident  training 
increases  as  a  result  of  the  statutory 
revision  of  rules  that  were  viewed  as 
burdensome. 

We  understand  that  rotation 
schedules  are  a  primary  source  of 
information  that  hospitals  supply  to 
Medicare  contractors  for  determining 
where  and  for  how  much  time  each 
resident  spends  training  in  each 
hospital  or  nonprovider  site.  Therefore, 
in  the  August  3,  2010  proposed  rule  (75 
FR  46387),  we  proposed  that  rotation 
schedules  be  the  source  for  establishing 
the  amount  of  time  that  residents  spend 
training  in  nonprovider  sites,  both  in 
the  base  year  and  in  subsequent  years. 
The  amendment  to  section  1886(h)(4)(E) 
of  the  Act  by  section  5504(a)  of  the 
Affordable  Care  Act  states  that  the 
Secretary  shall  specify  the 
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aforementioned  base  year  for  the  level  of 
training  at  nonprovider  sites.  We 
proposed  that  cost  reporting  periods 
beginning  on  or  after  July  1,  2009  and 
before  June  30,  2010  be  the  base  year 
against  which  we  will  compare 
subsequent  years’  data  to  determine  if 
the  level  of  nonprovider  training  that 
occurs  in  subsequent  years  increases 
relative  to  that  base  year  (proposed  new 
§  413.78(g)(5)}. 

Section  5504(a)  of  the  Affordable  Care 
Act  also  made  changes  to  require  that 
these  records  be  made  available  to  the 
Secretary.  In  order  for  CMS  to  evaluate 
whether  nonprovider  site  training  has 
increased  as  a  result  of  the  changes 
made  by  section  5504  of  the  Affordable 
Care  Act,  in  the  August  3,  2010 
proposed  rule  (75  FR  46387),  we 
proposed  to  include  several  additional 
cost  report  lines  for  hospitals  to  submit 
data  for  each  of  their  primary  care 
programs  on  a  program-specific  basis. 
With  respect  to  hospitals’  nonprimary 
care  programs,  hospitals  would  only 
need  to  supply  that  data  on  an  overall 
hospital  basis,  and  we  proposed  to  add 
one  line  on  the  cost  report  for  hospitals 
to  submit  that  data.  We  proposed  to 
only  require  program-specific  data  with 
respect  to  resident  training  time  in 
nonprovider  sites  for  primaiy'  care 
specialties  because  we  believe  that  that 
is  sufficient  for  the  intent  of  this 
provision.  The  intent  of  this 
recordkeeping  requirement  is  to  see 
whether,  as  a  result  of  the  policy 
changes  required  under  section  5504(a) 
of  the  Affordable  Care  Act,  there  is  an 
increase  in  the  volume  of  residency 
training  that  takes  place  in  nonprovider 
settings.  Because  residents  at 
nonprovider  sites  typically  train  in 
primary  care  specialties,  and  in  order  to 
minimize  the  documentation  burden  on 
hospitals,  we  stated  that  we  did  not 
believe  it  is  necessary  to  require 
program-specific  data  for  other 
specialties  that  would  provide  only 
marginally  useful  information.  For  the 
purposes  of  this  provision,  we  proposed 
to  use  the  definition  of  primary  care 
resident  in  §  413.75(b)  to  identify  those 
programs  for  which  we  proposed  to 
require  program-specific  data. 

Once  this  information  is  made 
available  to  CMS,  the  data  would  be 
compared  to  the  analogous  data  ft-om 
the  base  year  of  cost  reporting  periods 
beginning  on  or  after  July  1,  2009  and 
before  June  30,  2010  to  determine 
whether  the  volume  of  nonprovider  site 
training  has  increased.  Specifically,  we 
proposed  to  use  the  total  unweighted 
direct  GME  count  of  FTE  training  time 
in  a  primary  care  specialty  in 
nonprovider  sites  (prior  to  application 
of  direct  GME  FTE  resident  limits)  as 


the  gauge  to  determine  if  residency 
training  time  in  nonprovider  settings  in 
that  specialty  has  increased  in  an 
academic  year  relative  to  the  base  year. 
Therefore,  we  proposed  that  hospitals 
would  only  be  required  to  submit  the 
respective  unweighted  direct  GME  FTE 
counts  on  the  new  cost  report  lines  for 
each  primary  care  specialty  and  for 
nonprimary  care  specialties  on  an 
overall  basis.  For  example,  if,  in  the 
base  year,  we  find  that  3.75  direct  GME 
FTEs  out  of  a  total  of  15  FTE  family 
practice  residents  from  a  family  practice 
residency  program  in  a  teaching 
hospital  trained  in  nonprovider  settings 
(that  is,  25  percent  of  the  FTE  time  of 
the  residents  in  the  family  practice 
residency  program  was  spent  training  in 
nonprovider  sites),  we  would  note  the 
subsequent  years’  amount  of  direct  GME 
FTE  training  time  in  nonprovider  sites 
in  that  particular  teaching  program  to 
see  if  that  FTE  proportion  increased 
from  25  percent.  This  would  help 
determine  if  more  training  time  is  spent 
by  primary  care  residents  in 
nonprovider  sites.  Or,  for  all  of  the 
nonprimary  care  teaching  programs  in  a 
hospital,  if  100  direct  GME  FTE 
residents  out  of  400  FTE  residents  spent 
time  training  in  nonprovider  settings 
(that  is,  25  percent  of  the  time  spent  by 
residents  in  the  nonprimary  care 
programs  is  spent  training  in 
nonprovider  sites),  we  would  look  to  see 
if,  in  subsequent  years,  more  than  25 
percent  of  the  time  spent  by  nonprimary 
care  direct  GME  FTEs  from  that  hospital 
is  spent  training  in  nonprovider  sites. 

Comment:  One  commenter 
recommended  that  CMS  specify  that  the 
primary  sources  of  information  that 
hospitals  supply  to  Medicare 
contractors  for  determining  where  and 
for  how  much  time  each  resident  spends 
training  in  each  hospital  or  nonprovider 
site  include  not  only  rotation  schedules, 
but  also  “other  similar  documentation 
normally  maintained  by  the  hospital,” 
because  some  hospitals  use  alternative  ' 
standards  for  documenting  resident 
rotations  to  nonprovider  sites. 

Response:  The  rotation  schedules 
prepared  by  the  program  directors  are 
the  primary  source  of  information 
regarding  the  residents’  assignments 
because  they  contain  a  snapshot  of  each 
resident’s  rotations  to  multiple  sites 
(that  is,  different  hospitals  as  well  as 
nonprovider  sites).  Therefore,  this 
information  often  allows  the  Medicare 
contractors  to  determine  whether  more 
than  one  hospital  is  including  the  same 
rotation  in  its  GME  and/or  IME  FTE 
count.  In  rare  and  extenuating 
circumstances  where  the  rotation 
schedules  are  not  available,  the  hospital 
should  upon  request,  furnish  the 


Medicare  contractor  with  similar 
documentation  that  is  official  (that  is,  is 
based  on  the  approval  of  the  program 
director),  that  is  similar  for  all  hospitals 
to  which  the  residents  in  the  program 
rotate,  and  that  is  auditable.  We  note 
that  such  alternative  documentation 
must  be  contemporaneous  to  the 
academic  year  in  which  the  rotations 
occur. 

Comment:  Several  commenters 
remarked  that  the  data  that  CMS 
proposed  to  collect  under  the 
recordkeeping  requirement  of  section 
5504. will  not  provide  a  full  and 
complete  portrayal  of  the  amount  of 
time  that  residents  spend  training  in 
nonprovider  sites.  The  commenters  gave 
numerous  possible  reasons  for  a 
decrease  in  a  hospital’s  nonprovider 
setting  training  time  from  year  to  year 
that  would  not  be  related  to  a  hospital’s 
GME  policy  decisions.  Those  reasons 
include  a  greater  or  lesser  ability  of  the 
hospitals  to  match  residents  into  a 
particular  program  and  residents’  leaves 
of  absence  within  a  particular  program. 
The  commenters  also  explained  that 
ambulatory  care  training  can  occur  in 
provider-based  settings,  VA  hospitals, 
and  military  clinics,  in  addition  to 
nonprovider  sites,  but  according  to  the 
proposed  recordkeeping  requirements, 
such  time  would  not  be  included  in  the 
data  either.  The  commenters  requested 
that  CMS  enumerate  the  limitations  of 
the  data  that  will  be  collected  under  this 
statutory  requirement,  so  that  the  public 
and  other  policymakers  understand  why 
the  amount  of  nonprovider  site  training 
for  a  particular  hospital  may  vary  from 
one  year  to  the  next. 

Response:  Section  5504  requires  CMS 
to  collect  the  nonprovider  site  training 
data  that  is  affected  under  this 
provision.  We  do  not  agree  that  the  data 
that  we  are  requesting  for  the  purposes 
of  this  provision  naturally  fluctuates, 
even  if  residents  leave  training  programs 
for  reasons  that  bear  little  or  no 
connection  to  a  hospital’s  GME  policy 
decisions.  The  data  we  are  collecting 
will  determine  the  percentage  of  time 
spent  in  nonprovider  site  training.  We 
will  analyze  the  data  in  order  to 
determine  whether  CMS’  former  rules 
regarding  teaching  physician  salary 
costs  for  counting  residents  in 
nonprovider  sites  were  truly  an  obstacle 
to  the  expansion  of  training  in 
nonprovider  settings,  as  \¥as  claimed  by 
advocates  of  such  expanded  training. 

We  also  remind  providers  that  the  use 
and  evaluation  of  this  data  collection 
will  have  no  direct  implications  fcrr 
Medicare  GME  payments. 

Comment:  Numerous  commenters 
believed  that  the  proposal  to  add  lines 
to  the  cost  report  for  the  purposes  of  this 
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recordkeeping  requirement  was  an 
added  administrative  burden  to 
hospitals,  as  was  the  proposal  to  require 
such  cost  report  data  on  a  program-by¬ 
program  basis  for  primary  care 
specialties.  The  commenters  claimed 
that  the  statute  merely  requires 
hospitals  to  “maintain  and  make 
available  to  the  Secretary”  records  on 
resident  training  time  in  nonprovider 
sites,  and  the  proposed  regulations 
greatly  complicated  this  requirement. 

The  commenters  believed  that  the  intent 
of  section  5504  was  to  simplify  the 
already  burdensome  resident  reporting 
requirements  on  hospitals. 

Some  commenters  suggested  that 
CMS  instead  interpret  section  5504  as 
only  requiring  hospitals  to  have  these 
records  and  make  them  available  on  an 
as-needed  basis.  The  commenters  noted 
that,  if  CMS  decides  to  finalize  the  . 
policy  to  add  lines  to  the  cost  report  for 
the  purposes  of  this  section  5504 
requirement,  CMS  limit  the  additional 
lines  to  two:  one  line  for  primary  care 
data  and  one  line  for  nonprimary  dMa. 

Response:  We  believe  that  the 
addition  of  a  few  cost  report  lines  for 
the  purposes  of  this  recordkeeping 
requirement  does  not  pose  aruundue  ' 
burden  on  hospitals.  The  data  that  we 
^  are  requesting  are  already  collected  by 
hospitals  for  other  GME  purposes,  and 
hospitals  should  not  experience  an 
added  burden  from  the  requirement  to 
enter  that  information  in  the  cost  report. 
The  Affordable  Care  Act  gave  CMS 
explicit  authority  to  require  that  this 
recordkeeping  data  be  maintained  and 
made  available,  and  the  most  direct 
method  of  making  such  data  available  to 
Medicare  contractors  is  by  reporting  it 
on  the  Medicare  cost  report.  Therefore, 
we  are  finalizing  this  policy  as 
proposed. 

Comment:  One  cbmmenter  suggested 
that  CMS  change  the  base  year  that  it 
will  use  to  determine  if  nonprovider  site 
rotations  are  increasing  to  cost  reporting 
periods  beginning  on  or  after  July  1, 

2010  and  before  June  30,  2011.  The 
commenter  stated  that  providers  who 
are  currently  unable  to  claim  time  spent 
at  nonprovider  settings,  due  to  the 
administrative  requirements  in  .place 
now,  would  not  be  claiming  them  on  the 
cost  report  until  the  2010-2011 
academic  year.  Therefore,  the 
commenter  stated,  an  analysis  of 
nonprovider  site  training  time  using  the- 
current  proposed  base  year  would 
indicate  a  greater  increase  in  such 
rotations  than  might  actually  exist. 

Response:  We  chose  the  base  year  of 
cost  reporting  periods  beginning  on  or 
after  July  1,  2009  and  before  June  30, 
2010  because  it  is  the  last  year  before 
the  effective  date  of  the  provisions  of 


section  5504.  Accordingly,  we  believe 
that  the  base  year  that  we  proposed  will 
best  serve  our  goal  of  determining 
whether  nonprovider  site  training 
actually  increased  as  a  result  of  the 
provisions  of  section  5504.  Therefore, 
we  are  finalizing  the  base  year  as 
proposed. 

Comment:  One  commenter  expressed 
support  for  the  proposal  to  track 
resident  training  time  in  nonprovider 
sites  and  requested  that  CMS  clearly 
report  the  findings  of  its  analysis  of  the 
nonprovider  site  training  data.  The 
commenter  also  requested  that  CMS 
enumerate  the  various  factors  that 
influence  training  in  nonprovider  sites 
when  it  reports  the  findings. 

^  Response:  The  statute  does  not 
require  CMS  to  report  any  findings  that 
result  from  this  data  collection. 

Therefore,  we  are  not  currently  planning 
to  officially  report  any  such  findings. 

Comment:  Some  commenters 
requested  that  CMS  change  the 
definition  of  jirimary  care  to  replace  the 
outdated  term  “osteopathic  general 
practice”  with  the  term  “traditional 
rotating  internship”  at  section 
1886(h)(5)(H)  of  the  Act. 

Response:  We  do  not  have  the 
authority  to  change  the  statutory 
definition  of  “primary  care  resident”  at 
section  1886(h)(5)(H)  of  the  Act. 

After  consideration  of  the  public 
comments  we  received,  we  are 
finalizing  our  changes  to  the  regulations  ' 
at  §  413.78(g)(5)  regarding 
recordkeeping  and  comparison  to  a  base 
year  as  proposed. 

C.  Counting  Resident  Time  for  Didactic 
and  Scholarly  Activities  and  Other 
Activities  (Sectiori  5505  of  the 
Affordable  Care  Act) 

1.  Background  and  Changes  Made  by  the 
Affordable  Care^Act 

Prior  to  the  enactment  of  the 
Affordable  Care  Act,  only  the  time  that 
residents  spent  training  at  a 
nonprovider  setting  in  patient  care 
activities,  as  part  of  an  approved 
program,  .could  be  included  in  a 
hospital’s  direct  CME  or  IME  FTE 
resident  count.  There  were  also 
differences  in  the  rules  for  counting  FTE 
resident  time  during  the  time  that 
residents  spend  training  in  the  hospital 
for  direct  CME  and  IME  payments.  For 
direct  CME  payment  purposes,  under  42 
CFR  413.78(a),  “residents  in  an 
approved  program  working  in  all  areas 
of  the  hospital  complex  may  be 
counted.”  As  explained  in  the 
September  29,  1989  Federal  Register  (54 
FR  40286),  the  hospital  complex 
consists  of  the  hospital  and  the  hospital- 
based  providers  and  subproviders. 


Therefore,  a  hospital  need  not 
distinguish  between  patient  care 
activities  and  nonpatient  care  activities 
when  determining  its  direct  CME  count 
when  the  residents  are  training  in  the 
hospital  complex.  However,  for  IME 
payment  purposes,  consistent  with  the 
regulations  at  42  CFR  413.9  and 
412.105(f)(l)(ii)  only  time  spent  in 
patient  care  activities  in  the  portion  of 
the  hospital  subject  to  the  hospital 
inpatient  prospective  payment  system 
and  the  outpatient  department  of  a 
hospital  is  counted.  As  stated  in  the  FY 
2002  IPPS  final  rule,  it  has  been  our 
longstanding  policy  that,  regardless  of 
the  site  of  training,  “we  do  not  include 
residents  in  the  IME  count  to  the  extent 
that  the  residents  are  not  involved  in 
furnishing  patient  care”  (66  FR  39897). 
Thus,  in  the  FY  2002  final  rule,  CMS 
reiterated  its  policy  that  resident 
research  time  not  associated  with  the 
diagnosis  or  treatment  of  a  particular 
patient  could  not  be  included  in  the 
IME  FTE  count  (66  FR  39897).  In  the  FY 
2007  final  rule,  CMS  clarified  that  this 
exclusion  also  applied  to  all  nonpatient 
care  activities,  such  as  didactic 
conferences  and  seminars  (71  FR 
48040). 

Section  5505(a)  of  the  Affordable  Care 
Act  added  new  subparagraph  (J)  to 
section  1886(h)(4)  (as  amended  by 
section  5504)  of  the  Act  to  allow 
hospitals  to  count  certain  nonpatient 
care  activities  that  occur  in  certain 
nonprovider  settings,  including  didactic 
conferences  and  seminars,  in  the 
hospital’s  direct  CME  FTE  resident 
counts.  The  provision  added  by  section 
5505(a)  allows  a  hospital  to  count  the 
time  that  residents  spend  training  in  an 
approved  program  in  a  “nonprovider 
setting  that  is  primarily  engaged  in 
furnishing  patient  care”  for  direct  CME 
purposes,  even  if  those  residents  are 
engaged  in  nonpatient  j^are  activities, 
such  as  didactic  conferences  and 
seminars  (but  not  including  research  not 
associated  with  the  treatment  or 
diagnosis  of  a  particular  patient),  during 
that  training  time  at  the  nonprovider 
site.  This  statutory  change  is  effective 
for  cost  reporting  periods  beginning  on 
or  after  July  1,  2009.  In  the  August  3, 
2010  proposed  rule  (75  FR  46388),  we 
proposed  to  revise  our  regulations  at 
§  413.78(f)(1)  and  (g)(1)  to  reflect  the 
statutory  provision. 

Section  5505(b)  of  the  Affordable  Care 
Act  addressed  IME  and  added  a  new 
clause  (x)  to  section  1886(d)(5)(B)  of  the 
Act  which  allows  certain  nonpatient 
care  activities,  including  didactic 
conferences  and  seminars  (but  not 
including  research  not  associated  with 
the  treatment  or  diagnosis  of  a  particular 
patient),  to  be  counted  for  IME  purposes 
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as  well.  However,  for  IME  purposes,  this 
change  only  applies  to  such  activities 
during  training  that  occurs  in  subsection 
(d)  hospitals  (which  are  IPPS  hospitals), 
subsection  (d)  Puerto  Rico  hospitals 
(IPPS  hospitals  in  Puerto  Rico), 
hospitals  that  are  reimbursed  under  a 
reimbursement  system  authorized  under 
section  1814(b)(3)  of  the  Act,  or 
provider-based  hospital  outpatient 
departments.  The  IME  provision  is 
applicable  to  cost  reporting  periods 
beginning  on  or  after  January  1,  1983.  In 
the  August  3.  2010  proposed  rule  (75  FR 
46388),  we  proposed  to  revise  our 
regulations  at  §412.105(f)(l)(ii)(A) 
through  (f)(l)(ii)(D)  and  (n(l)(iii)(C)  to 
reflect  these  statutory  provisions. 

As  specified  in  section 
1886(d)(5)(B)(x)(IIl)  of  the  Act,  as  added 
by  section  3505(b)  of  the  Affordable 
Care  Act.  research  activities  that  are  not 
associated  with  the  treatment  or 
diagnosis  of  a  particular  patient  are 
excluded  from  the  allowable  IME  count 
of  FTE  residents,  and  this  specific 
change  applies  to  cost  reporting  periods 
beginning  on  or  after  October  1,  2001. 
Section  5505(c)  of  the  Affordable  Care 
Act  provides  that  section 
1886(d)(5)(B)(x)(IlI)  of  the  Act  shall  not 
give  rise  to  any  inference  as  to  how  the 
law  in  effect  prior  to  October  1,  2001, 
should 'be  interpreted.  We  discuss  these 
provisions  and  our  proposed  and  final 
implementation  under  section  XXI.C.3. 
of  this  preamble. 

Section  10501  (j)  of  Public  Law  111- 
148  amended  section  5505  to  clarify  its 
application'  The  amendment  prohibits 
the  provisions  of  section  5505  from 
being  applied  in  a  manner  that  would 
require  the  reopening  of  settled  cost 
reports  except  where  the  provider  has  a 
jurisdictionally  proper  appeal  pending 
on  the  issue  of  direct  GME  or  IME 
payments  as  of  March  23,  2010  (the  date 
of  the  enactment  gf  Pub.  L.  111-148).  In 
the  August  3,  2010  proposed  rule  (75  FR 
46388),  we  proposed  to  reflect  this 
provision  in  the  proposed  revisions  to 
our  regulations  under  §  412.105(f)(l)(ii), 
§ 412. 105(f)(l)(iii)(C),  and  §413. 78(h). 
We  also  proposed,  as  mentioned  in 
section  XXI. B.l.  of  this  preamble  with 
respect  to  section  5504  of  the  Affordable 
Care  Act,  to  interpret  “jurisdictionally 
proper  appeal  pending”  on  direct  GME 
or  IME  payments  for  this  section  to 
mean  that,  in  order  for  a  hospital  to 
request  a  change  to  its  FTE  count,  direct 
GME  or  IME  respectively,  the 
“jurisdictionally  proper  appeal  pending” 
must  be  specific  to  direct  GME  or  IME 
respectively.  For  example,  in  order  for 
a  hospital  to  increase  its  FTE  count  with 
regard  to  a  provision  of  the  Affordable 
Care  Act  that  is  unique  to  IME  (such  as 
^inclusion  in  the  IME  count  of  didactic 


time  occurring  in  the  hospital  as 
specified  by  new  section 
1886(d)(5)(B)(x)(II))  of  the  Act,  the 
hospital’s  “jurisdictionally  proper 
appeal  pending”  must  be  on  an  IME 
issue  related  to  IME  FTEs  or  the 
available  bed  count.  However,  if  the 
hospital’s  “jurisdictionally  proper 
appeal  pending”  is  on  an  issue  that  only 
affects  direct  GME  payments,  such  as 
the  initial  residency  period  or  the 
Medicare  patient  load,  that  appeal 
would  not  be  sufficient  in  order  for  the 
hospital  to  increase  its  FTE  count  with 
regard  to  a  provision  of  the  Affordable 
Care  Act  that  is  unique  to  IME,  such  as 
didactic  time  in  the  hospital  setting. 

Comment:  Several  commenters 
provided  a  general  statement  on  their 
belief  that  the  Medicare  program  is  • 
intended  to  support  all  resident  training 
time.  The  commenters  explained  that 
direct  patient  care,  research  activities, 
and  educational  and  didactic  activities 
all  comprise  one  “seamless  educational 
experience”  of  physician  resident 
training.  The  commenters  believed  that 
Congress  did  not  intend  for  this  fluid 
training  to  be  “parsed”  by  CMS. 

Response:  We  disagree  with  the 
commenters’  assertions  regarding 
Congressional  intent  to  fund  resident 
training.  The  Conference  Report  that 
accompanied  the  Social  Security 
Amendments  of  1965,  Public  Law  89-97 
(S.  Rept.  No!  404,  89th  Cong.,  1st  Sess.  ’ 

•  36  (1965);  H.R.  No.  213,  89th  Cong.,  1st 
Sess.  32  (1965))  shows  that  Congress 
intended  for  Medicare  GME  funding  to 
be  limited  iq  scope  and  temporary  in  its 
duration.  The  Conference  Report  also 
indicates  that  Medicare  GME  funding 
was  only  intended  to  assist  hospitals  in 
resident  training,  and  not  to  fully  fund 
such  training.  Finally,  we  note  that 
much  of  the  “parsing”  of  resident 
training  time  into  allowable  and 
nonallowable  time  was  mandated  by 
Congress,  and  as  such,  CMS  does  not 
have  discretion  to  allow  all  resident 
training  time  to  count  for  Medicare  GME 
payment  purposes. 

Comment:  Many  commenters 
disagreed  with  our  interpretation  of  the 
application  provision  of  section  5505(d) 
of  the  Affordable  Care  Act.  The 
commenters  believed  that  the  statute 
clearly  allows  hospitals  to  reopen  cost 
reports  that  have  a  jurisdictionally 
proper  pending  appeal  as  of  March  23, 
2010,  regardless  of  whether  or  not  the 
issue  under  appeal  is  specifically 
related  to  direct  GME  or  IME  payments. 
Because  many  of  the  provisions  of 
section  5505  apply  retroactively,  the 
commenters  believed  that  CMS  should 
not  place  additional  restrictions  on  a 
hospital’s  ability  to  request  reopenings 
of  cost  reports.  The  commenters  also 


believed  that  hospitals  with  cost  reports 
for  which  the  hospitals  retained  a  right 
to  timely  file  a  jurisdictionally  proper 
appeal  as  of  March  23,  2010  should  he 
allowed  to  reopen  such  cost  reports, 
whether  or  not  the  appeal  was  pending 
by  that  date. 

Another  commenter  requested  that 
CMS  clarify  certain  issues  surrounding 
the  application  of  section  5505.  The 
commenter  asked  how  providers  will  be 
paid  for  previous  disallowances  of 
didactic  time  for  IME  purposes,  now 
that  section  5505  allows  hospitals  to 
count  such  time  retroactively  since 
January  1,  1983,  if  most  relevant  cost 
reports  cannot  be  reopened  under  the 
application  of  section  5505.  The 
commenter  also  asked  if  administrative 
and  judicial  decisions  that  disallowed 
IME  didactic  time  can  be  reversed. 

Another  commenter  requested  that 
CMS  clarify  the  cost  reporting  periods  to 
which  section  5505  applies.  The 
commenter  explained  that  providers 
have  180  days  to  appeal  a  Notice  of 
Program  Reimbursement  (NPR),  and, 
therefore,  hospitals  that  received  a  final 
determination  on  their  cost  reports  after 
September  24,  2009  would  not  be 
permitted  to  appeal  or  reopen  a  cost 
report  for  didactic  time  for  the  purposes  , 
of  section  5505.  The  commenter 
believed  that  CMS  should  allow 
hospitals  that  have  not  received  their 
initial  NPR  as  of  September  24,  2009  to 
reopen  or  appeal  their  respective  cost 
reports. 

Response:  Section  5505(d)  of  the 
Affordable  Care  Act  explicitly  states  that 
the  amendments  of  that  section  need  not 
be  applied  to  settled  cost  reports,  unless 
there  is  a  jurisdictionally  proper  appeal 
pending  on  that  cost  report  on  certain 
direct  GME  or  IME  issues.  We  do  not 
have  the  authority  to  expand  the  scope 
of  section  5505(d)  to  pending  appeals  on 
other  issues,  and  we  are  retaining  our 
interpretation  of  the  term 
“jurisdictionally  proper  appeal  pending” 
in  the  context  of  section  5505(d)  to 
mean  that  the  appeal  must  be  specific  to 
direct  GME  or  IME  respectively.  We 
believe  that  the  intent  of  section  5505  as 
a  whole  was  to  change  GME  policy  for 
the  future,  and  that  the  intent  of  section 
5505(d)  specifically  was  to  limit  the 
number  of  cost  report  adjustments,  and 
not  to  encourage  a  mass  reopening  of 
cost  reports.  The  cost  report  reopening 
process  is  one  that  is  very  costly  and 
time-consuming  for  CMS  and  its 
contractors,  and  it  is  disruptive  to  the 
efficient  operation  of  the  Medicare 
program.  Therefore,  we  interpreted 
section  5505(d)  in  the  spirit  of  the 
section  as  a  whole,  to  he  only  applicable 
in  those  limited  circumstances  where 
there  is  a  “jurisdictionally  proper  appeal 
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pending”  on  a  cost  report  specific  to 
direct  GME  or  IME  respectively. 

2.  Definition  of  “Nonprovider  Setting 
That  Is  Primarily  Engaged  in  Furnishing 
Patient  Care” 

As  stated  above,  section  5505(a)  of  the 
Affordable  Care  Act  amended  section 
1886(h)(4)  of  the  Act  to  allow  a  hospital 
to  count  the  time  that  residents  spend 
in  certain  didactic  nonpatient  care 
activities  in  nonprovider  sites  towards 
the  hospital’s  direct  CME  resident  count 
for  cost  reporting  periods  beginning  on 
or  after  July  1,  2009.  Section  5505(a)(2) 
defines  the  term  “nonprovider  setting 
that  is  primarily  engaged  in  furnishing 
patient  care”  to  mean  “a  nonprovider 
setting  in  which  the  primary  activity  is 
the  care  and  treatment  of  patients,  as 
defined  by  the  Secretary.”  In  past 
discussions  regarding  our  policy  to 
disallow  time  spent  by  residents  in 
didactic  nonpatient  care  activities,  we 
have  provided  extensive,  explanations  of 
what  is  meant  by  the  term  “patient  care 
activities.”  When  section  1886(h)(4)(E) 
of  the  Act  was  first  implemented,  we 
specifically  stated  that  “only  time  spent 
in  activities  relating  to  patient  care  may 
be  counted  [in  nonprovider  sites]”  (54 
FR  40292,  September  29,  1989).  In  1998, 
when  we  implemented  the  statute 
allowing  FTE  residents  to  be  counted  in 
nonprovider  sites  for  IME,  we  reiterated 
that  a  hospital  may  only  count  resident 
training  time  “in  nonprovider  sites  for 
indirect  and  direct  CME,  respectively,  if 
the  resident  is  involved  in  patient  care” 
(63  FR  40986,  July  31,  1998).  In 
addition,  we  note  that  the  scope  of  the 
term  “patient  care”  had  been  well- 
established  in  the  Medicare  program 
even  prior  to  issuance  of  the  first  rules 
on  counting  FTE  residents  for  purposes 
of  direct  CME  and'IME  payments.'  For 
example,  prior  to  the  IPPS,  acute  care 
hospitals  were  paid  by  Medicare  for 
inpatient  services  based  on  their 
reasonable  operating  costs,  or  costs 
relating  to  the  provision  of  reasonable 
and  necessary  “patient  care.”  The 
longstanding  regulation  at  42  CFR  413.9 
(Costs  related  to  patient  care)  specifies 
that  Medicare  payment  is  limited  to 
those  services  relating  to  “patient  care,” 
or  to  those  directly  related  to  covered 
services  for  the  care  of  beneficiaries.  In 
the  August  18,  2006  Federal  Register, 
we  defined  the  term  “patient  care 
activities”  at  42  CFR  413.75(b)  in  a  way 
that  was  consistent  with  these  previous, 
plain-language  applications  of  the  term 
as  “the  care  and  treatment  of  particular 
patients,  including  services  for  which  a 
physician  or  other  practitioner  may  bill, 
and  orientation  activities  as  defined  in 
this  section”  (71  FR  48142). 


Section  5505(a)  of  the  Affordable  Care 
Act  added  a  new  subparagraph  (K)  to 
section  1886(h)(5)  of  the  Act  which 
defines  the  term  “nonprovider  setting 
that  is  primarily  engaged  in  furnishing 
patient  care”  to  mean  “a  nonprovider 
setting  in  which  the  primary  activity  is 
the  care  and  treatment  of  particular 
patients,  as  defined  by  the  Secretary.” 
This  definition  uses  the  term  “patient 
care”  which  we  have  defined 
previously,  as  discussed  above.  In  the 
August  3,  2010  proposed  rule  (75  FR 
46388  and  46389),  we  proposed  to 
continue  applying  our  current  definition 
of  the  term  “patient  care”  as  described 
above  and  in  current  regulations  and 
other  guidance.  Examples  of 
nonprovider  settings  that  would  be 
“primarily  engaged  in  furnishing  patient 
care”  are  those  settings  in  which  the 
main  mission  is  to  provide  patient  care, 
such  as  doctors’  offices  and  community 
health  clinics.  Nonprovider  settings  that 
would  not  meet  these  criteria  include 
those  with  a  main  mission  other  than 
patient  care.  An  example  of  a 
nonprovider  setting  that  deep  not  meet 
the  “primarily  engaged  in  furnishing 
patient  care”  criterion  set  forth  in  this 
section  would  be  a  hotel  or  convention 
center.  While  residents  may  attend 
didactic  conferences  and  seminars  in  a 
hotel  or  convention  center,  that  didactic 
time  cannot  be  counted  toward  a 
hospital’s  direct  CME  FTE  count 
because  the  main  mission  of  a  hotel  or 
convention  center  is  the  provision  of 
hospitality  and  meeting  services.  Thus, 
any  such  time  spent  in  a  hotel  or 
convention  center  would  not  occur  in  a 
setting  that  is  primarily  engaged  in 
furnishing  patient  care.  Another 
example  of  such  settings  is  a  medical 
school  and  dental  school,  even  if  tho.se 
schools  are  part  of  a  larger  system  that 
includes  institutions  that  are  primarily 
engaged  in  patient  care.  Despite  any 
affiliations  with  patient  care  settings, 
medical  and  dental  schools  are 
institutions  that  are  primarily  engaged 
in  educational  activities  as  opposed  to 
patient  care.  Medical  and  dental  schools 
retain  their  principal  mission  of 
education  regardless  of  their 
participation  in  various  systems  and 
affiliations,  parts  of  which  may  involve 
settings  that  are  primarily  engaged  in 
furnishing  patient  care. 

The  exclusion  of  medi(  al  and  dental 
schools  from  the  definition  of 
“nonprovider  setting  that  is  primarily 
engaged  iri  furnishing  patient  care”  is 
consistent  with  longstanding  CMS 
policy,  and  we  have  addressed  this 
policy  several  times  in  the  past.  We 
explained  in  response  to  comments  in 
the  aforementioned  August  18,  2006 


Federal  Register  that,  “|W]e  understand 
that  it  is  quite  common  for  hospitals, 
especially  large  academic  medical 
centers,  to  be  located  on  the  same 
campus  as  a  medical  school,  where  the 
buildings  are  very  closely  situated  or 
even  connected,  and  the  facilities  are 
often  shared.  However  *  *  *  hospitals, 
nonprovider  sites,  and  medical  schools 
are  structured  separately  for  legal  and 
financial  purposes,  and  are  recognized 
independently  for  .state  licensing  and 
Medicare  cost  reporting  purposes.”  As 
we  stated  in  the  FY  2007  final  rule,  “to 
put  it  simply,  a  hospital  is  not  a  medical 
school,  and  a  medical  school  is  not  a 
hospital”  (71  FR  48093).  In  the  August 
22,  2007  Federal  Register,  we  clarified 
that,  “[Tjhe  commenter  is  also  cprrect 
that  orientation  activities  in  a  related 
medical  school  cannot  be  counted 
*  *  *  the  nonprovider  settings  we  were 
referring  to  in  which  orientation  may  be 
counted  are  those  nonprovider  settings 
such  as  physicians’  offices  or  clinics, 
where  patient  care  is  routinely  provided 
and  a  hospital  is  permitted  to  count  the 
time  spent  by  residents  in  accordance 
with  our  regulations  at 
§§412.105(f)(l)(ii)(C)  and  413.78(f),  not 
other  nonprovider  settings  where  time 
spent  by  residents  is  not  permitted  to  be 
counted  for  purposes  of  direct  CME  and 
IME”  (72  FR  47382).  Thus,  while  time 
spent  by  residents  in  certain  nonpatient 
care  activities  may  be  counted  for  direct 
CME  payment  purposes  in  a 
nonprovider  site  primarily  engaged  in 
furnishfng  patient  care,  time  spent  by 
residents  in  rionpatient  care  activities  at 
nonprovider  sites  that  are  not  primarily 
engaged  in  patient  care  activities  is  not 
allowable  for  direct  CME  and  IME 
payment  purposes. 

In  the  August  3.  2010  proposed  rule 
(75  FR  46389),  we  proposed  to  add, 
under  §  413.75(b),  the  statutory 
definition  of  “nonprovider  setting  that  is 
primarily  engaged  in  furnishing  patient 
care”  to  the  definition  of  general  terms 
used  throughout  the  CME  regulations. 

Comment:  A  number  of  commenters 
requested  that  CMS  adopt  a  one 
workday  payment  policy  threshold  for 
didactic  time  as  it  relates  to  resident 
training  in  the  nonprovider  setting.  The 
commenters  indicated  that  this 
threshold  would  allow  a  hospital  to 
count  a  full  day  of  resident  training,  so 
long  as  the  resident  engaged  in  some 
patient  care  during  the  day  (that  is,  the 
entire  day  of  training  did  not  consist  of 
didactic  training  time).  The  commenters 
believed  that  this  .sugge.sted  policy 
change  would  ease  and  simplify 
hospitals’  administrative  burdens.  The 
commenter  sugge.sted  that  if  CMS  is  not 
willing  to  adopt  this  policy  threshold, 
CMS  at  least  confirm  that  its  current  one 
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workday  administrative  rule,  which  is  a 
documentation  policy  and  not  a 
payment  policy,  continues  to  apply  for 
Ihffi  purposes  to  didactic  training  in 
nonprovider  settings. 

Response:  We  believe  that,  wdth 
section  5505,  Congress  has  spoken 
definitively  regarding  didactic  time. 

Prior  to  the  enactment  of  the  Affordable 
Care  Act,  our  strict  reading  of  the  statute 
regarding  “patient  care”  led  us  to  deny 
counting  didactic  training  for  IME  in  the 
hospital  settings  and  to  deny  counting 
didactic  time  for  both  direct  GME  and 
IME  in  the  nonprovider  setting.  As  such, 
we  adopted  the  one  workday  rule  as  an 
administrative  expediency  policy  for 
hospitals  that  wished  to  simplify 
documentation  practices.  However,  now 
that  Congress  has  specifically  allowed 
all  didactic  training  in  the  hospital  for 
*ME,  and  even  allowed  didactic  training 
time  in  a  nohprovider  site  that  is 
“primarily  engaged  in  furnishing  patient 
care”  to  be  counted  for  direct  GME,  we 
believe  that  generally,  most  didactic 
training  in  GME  programs  will  now  be 
allowable  under  the  provisions  of 
section  5505.  Accordingly,  we  believe  it 
is  appropriate  to  strictly  apply  the 
statutory  criteria  and  no  longer  allow 
hospitals  to  apply  a  one  workday 
administrative  rule.  Therefore,  we  are 
clarifying  in  this  final  rule  that  the  one 
workday  administrative  rule  regarding 
didactic  training  time  will  no  longer  be 
permitted  for  IME  or  direct  GME 
documentation  and  counting  of  time 
beginning  with  portions  of  cost  . 
reporting  periods  beginning  on  or  after 
January  1,  2011. 

Comment:  Many  commenters 
suggested  that  CMS  include  dental 
clinics  within  the  definition  of  a 
“nonprovider  setting  that  is  primarily 
engaged  in  providing  patient  care.”  The 
commenters  explained  that  dental 
schools  frequently  train  dental  residents 
in  patient-care  clinics  that  are  located 
on  the  dental  school  premises.  The 
commenters  pointed  out  that  this  is  in 
contrast  to  medical  schools,  which  do 
not  typically  operate  medical  clinics.  As 
such,  the  commenters  claimed  that 
“dental  residency  programs  are  singled 
out  by  CMS’  proposed  interpretation  in 
a  way  that  medical  residency  programs 
are  not.”  The  commenters  maintained 
that  because  the  “main  mission”  of 
dental  clinics  is  clearly  to  provide 
patient  care,  the  time  that  a  dental 
resident  spends  in  a  clinic,  including 
any  time  the  residents  spends  in 
didactic  training  in  the  clinic,  should  be 
counted  for  DGME  payment  purposes. 

Another  commenter  requested  that,  in 
addition  to  dental  school  clinics,  CMS 
include  physician  offices  housed  within 
medical  sdhools  and  homes  of  patients 


in  its  definition  of  “a  nonprovider 
setting  that  is  primarily  engaged  in 
furnishing  patient  care.” 

Another  commenter  asked  if  a 
nonteaching  hospital  could  be 
considered  “a  nonprovider  setting  that  is 
primarily  engaged  in  furnishing  patient 
care.” 

Response:  We  agree  with  the 
commenters  who  requested  that  we 
consider  dental  school  clinics  to  be  a 
“nonprovider  setting  that  is  primarily 
engaged  in  furnishing  patient  care.”  In 
the  proposed  definition  at  §413. 75(b), 
we  defined  “nonprovider  setting  that  is 
primarily  engaged  in  furnishing  patient 
care”  as  “a  nonprovider  setting  in  which 
the  primary  activity  is  the  care  and 
treatment  of  patients.”  We  agree  that 
dental  and  medical  clinics  fit  that 
proposed  criterion.  Therefore,  we  are 
amending  our  proposed  policy  to 
include  both  dental  and  medical  school 
patient  care  clinics  in  the  category  of  a 
“nonprovider  setting  that  is  primarily 
engaged  in  furnishing  patient  care,”  as 
long  as  the  hospital  clearly  documents 
that  any  such  didactic  activities 
occurred  in  the  clinics  proper,  and  not 
in  another  location  on  the  school 
campus.  For  example,  a  didactic  activity 
that  occurs  in  a  conference  room  that  is 
clearly  located  within  the  clinic  may  be 
counted,  but  if  the  same  activity  occurs 
elsewhere  on  the  school  campus  that  is 
outside  the  clinic,  the  time  may  not  be 
counted. 

A  physician's  office  is  also  considered 
a  “nonprovider  setting  that  is  primarily 
engaged  in  furnishing  patient  care.” 
Homes  of  patients  are  obviously  not 
settings  that  are  primarily  engaged  in 
furnishing  patient  care,  and  nonteaching 
hospitals  are  not  considered 
“nonprovider  settings”  at  all  because 
they  are,  by  definition,  providers. 
Furthermore,  the  regulations  at 
§  413.78(b)  state  that  a  hospital  cannot 
claim  the  time  spent  by  residents 
training  at  another  hospital.  We  are  not 
expanding  our  definition  of 
“nonprovider  setting  that  is  primarily 
engaged  in  furnishing  patient  care”  to 
any  other  additional  settings  in  this 
final  rule. 

After  consideration  of  the  public 
comments  we  received,  we  are 
finalizing  our  proposed  definition  of 
“nonprovider  setting  that  is  primarily 
engaged  in  furnishing  patient  care,”  at 
§  413.75(b),  but  we  are  amending  our 
proposed  policy  to  include  dental  and 
medical  school  clinics  under  that 
definition,  as  discussed  above. 

Comment:  One  commenter  asked 
about  a  case  in  which  a  resident  is 
transferred  to  train  at  another  hospital, 
and  which  hospital  should  claim  that 
FTE  time  in  such  a  case. 


Response:  This  comment  is  out  of 
scope  of  the  provisions  of  the  proposed 
rule  and  is  not  relevant  to  the  GME 
changes  of  the  Affordable  Care  Act  that 
are  being  implemented.  Therefore,  we 
are  not  addressing  it  in  this  final  rule. 

3.  Distinguishing  Between  Allowed 
“Nonpatient  Care  Activities”  and 
Nonallowable  Research  Time 

As  discussed  above,  research  time 
that  is  not  associated  with  the  treatment 
or  diagnosis  of  a  particular  patient  is 
specifically  excluded  from  the 
“nonpatient  care  activities,  such  as 
didactic  conferences  and  seminars”  that 
are  otherwise  allowable  under  section 
5505  of  the  Affordable  Care  Act.  There 
are  several  unique  features  of  “research 
not  associated  with  the  treatment  or 
diagnosis  of  a  particular  patient”  that 
distinguish  it  from  “nonpatient  care 
activities,  such  as  didactic  conferences 
and  seminars.”  From  the  outset  of  the 
Medicare  program,  research  costs  have 
not  been  considered  reasonable  costs  of 
patient  care,  unless  the  research  is 
associated  with  the  treatment  or 
diagnosis  of  a  particular  patient.  (S. 

Rept.  No.  89-404,  Part  I,  p.  36  (June  30, 
1965)  (“Identifiable  expenses  for 
medical  research  *  *  *  over  and  above 
the  costs  closely  related  to  normal 
patient  care,  would  not  be  met  from  the 
trust  fund.”));  31  FR  14814,  Nov.  22, 

1966  (promulgating  prior  version  of  42 
CFR  413.90(a)). 

“Research  not  associated  with  the 
treatment  or  diagnosis  of  a  particular 
patient”  usually  comprises  activities 
that  are  focused  on  developing  new 
medical  treatments;  evaluating  medical 
treatments  for  efficacy  or  safety,  or 
elaborating  upon  knowledge  that  will 
contribute  to  the  development  and 
evaluation  of  new  medical  treatments  in 
the  future,  rather  than  on  establishing  a 
diagnosis  or  furnishing  therapeutic 
services  for  a  particular  patient. 

Section  5505  of  the  Affordable  Care 
Act  further  distinguishes  “research  not 
associated  with  the  treatment  or 
diagnosis  of  a  particular  patient”  from 
“nonpatient  care  activities,  such  as 
didactic  conferences  and  seminars,”  by 
specifying  that  nonpatient  care  activities 
include  “didactic  conferences  and 
seminars,”  but  not  research  that  is  not 
associated  with  the  treatment  or 
diagnosis  of  a  particular  patient. 
Conferences  or  seminars  could  include 
an  administrative  rotation,  which  would 
include  resident  training  in  the 
administrative  aspects  of  medical  care 
such  as  practice  management. 

Comment:  Many  commenters  believed 
that  the  definition  of  “research  not 
associated  with  the  treatment  or 
diagnosis  of  a  particular  patient”  was 
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too  broad.  Specifically,  several 
commenters  remarked  that  the  inclusion 
of  “evaluating  medical  treatments  for 
efficacy  or  safety”  appeared  to  include  • 
quality  and  safety  projects,  which  the 
commenters  believed  to  be' essential  to 
train  a  new  generation  of  physicians 
who  prioritize  quality  and  safety  in 
patient  care.  The  commenters  requested 
that  CMS  clarify  that  resident  time  spent 
on  quality  and  safety  projects  is 
countable  as  didactic  time.  One 
commenter  specifically  suggested  that 
CMS  revise  the  definition  of  research  to 
be  “activities  whose  sole  purpose  is  the 
development  of  new  medical  treatment 
for  use  in  the  future.” 

Several  commenters  also  requested 
that  CMS  adopt  a  one  workday  payment 
policy  threshold  for  research  time. 

Similar  to  the  same  commenters’  request 
above  for  a  one  workday  threshold  for 
didactic  time,  the  commenters  requested 
that  if  CMS  would  not  be  willing  to 
adopt  the  one  workday  threshold 
suggestion,  CMS  adopt  a  one  workday 
administrative  rule  for  research  time, 
which  is  a  documentation  policy  and 
not  a  payment  policy.  The  commenters 
were  of  the  opinion  that  consistency 
between  the  policies  for  both  didactic 
and  research  time  is  critical  for  reducing 
hospitals’  administrative  burden  and 
preventing  confusion  between  the  two 
policies. 

Response:  We  are  not  revising  our 
proposed  definition  of  “research  not 
associated  with  the  treatment  or 
diagnosis  of  a  particular  patient”  at  this 
time,  nor  are  we  expanding  our 
proposed  policy  on  research  time  to 
allow  for  a  one  workday  threshold. 
Moreover,  we  are  not  establishing  an 
administrative  rule  for  documenting 
resident  time  spent  in  such  research 
activities.  We  believe  that  our  proposed 
definition  of  the  term  encompasses  the 
activities  that  Congress  excluded  from 
the  allowed  “nonpatient  care  activities” 
of  section  5505.  We  believe  that,  with 
section  5505,  Congress  has  spoken 
definitively  regarding  research  time.  In 
section  5505,  Congress  clearly  excluded 
counting  any  research  time  for  IME 
purposes  and  research  time  at 
nonprovider  sites  for  direct  GME 
purposes,  unless  it  is  associated  with 
the  treatment  or  diagnosis  of  a,  particular 
patient.  As  such,  we  believe  it  is 
appropriate  to  exclude  even  a  partial 
day  of  “research  not  associated  with  the 
treatment  or  diagnosis  of  a  particular 
patient”  from  the  determination  of  the 
number  of  FTEs  for  GME  payment 
purposes.  A  one  workday  rule  would 
effectively  allow  the  hospital  to  count 
nonallowable  research  time  in  its  FTE 
counts.  In  addition,  as  we  explained  in 
response  to  a  comment  above,  the  one 


workday  administrative  rule  is  no 
longer  permitted  for  didactic  time 
either,  for  portions  of  cost  reporting 
periods  beginning  on  or  after  January  1, 
2011. 

Comment:  One  commenter  stated  that, 
in  the  proposed  rule,  CMS  did  not 
include  a  regulation  regarding  the 
October  1,  2001  effective  date  for  the 
exclusion  of  “research  activities  that  are 
not  associated  with  the  treatment  or 
diagnosis  of  a  particular  patient”  for  IME 
payment  purposes.  The  commenter 
noted  that  the  statute  clearly  stated  the 
October  1,  2001  effective  date  of  the 
provision,  and  that  the  statute  clarified 
that  “such  section,  as  so  added,  shall  not 
give  rise  to  any  inference  as  to  how  the 
law  in  effect  prior  to  such  date  should 
be  interpreted.”  The  commenter  then 
remarked  that  when  CMS  referred  in  the 
proposed  rule  to  section  5505’s 
allowance  of  didactic  activities  for  IME 
.  purposes  (75  FR  46387),  which  CMS 
noted  as  excluding  such  research,  CMS 
referred  simultaneously  to  two  policies 
with  effective  dates  that  spanned  almost 
20  years.  The  commenter  requested  that 
CMS  revise  the  regulations  to  include 
the  October  1,  2001  effective  date  of  the 
exclusion  of  such  research,  and  to  treat 
the  two  policies  regarding  didactic  time 
and  research  time  as  two  distinct  and 
separate  policies. 

Response:  The  existing  regulations 
regarding  the  exclusion  of  research  for 
IME  merely  reiterate  longstanding 
policy,  as  we  explained  in  the  August  1, 
2001  final  rule  (66  FR  39896)  and, 
therefore,  that  the  regulation  at  42  CFR 
412.105(fl(l)(iii)(B)  does  not  have  an 
effective  date.  We  did  not  include  the 
October  1,  2001  effective  date  of  the 
exclusion  of  research  time  for  IME 
payment  purposes  in  our  proposed 
regulations  for  the  same  reason. 

Congress  specified  the  date  we 
reiterated  in  our  policy  by  regulation  as 
an  effective  date  for  the  statutory 
exclusion  of  research  time  for  IME. 
However,  Congress  did  not  state  that 
research  activities  prior  to  October  1, 
2001,  are  allowed.  Rather,  Congress 
deferred  .to  the  Secretary  to  interpret 
and  implement  policy  regarding 
research  time  for  IME  payment  purposes 
prior  to  October  1,  2001.  This  is  the  - 
meaning  of  the  statement  in  section 
5505  that  is  quoted  by  the  commeriter, 
that  “such  section,  as  so  added,  shall  not 
give  rise  to  any  inference  as  to  how  the 
law  in  effect  prior  to  such  date  should 
be  interpreted.”  This  language  further 
means  that,  subject  to  the  limitations  of 
section  5505(d),  in  the  instances  where 
providers  disagree  with  the  Secretary’s 
interpretation  of  research  policy  in  cost 
reports  prior  to  October  1,  2001,  and. the 
providers  appeal  research  time  that  was 


disallowed  from  their  IME  FTE  counts 
in  those  cost  reports,  the  matter  would 
he  reserved  for  adjudication  in  the 
courts. 

However,  there  has  been  some 
confusion  regarding  the  application  of 
this  provision  of  the  Affordable  Care 
Act.  Some  individuals,  and  one  court 
decision,  have  interpreted  section 
5505(b)’s  allowance  of  nonpatient  care 
activities  for  IME  as  of  January  1, 1983 
to  include  research  time  as  well.  We 
believe  that  this  interpretation  is 
contrary  to  the  express  intent  of  the 
statute,  which  clearly  distinguishes 
“research  activities  that  are  not 
associated  with  the  treatment  or 
diagnosis  of  a  particular  patient”  from 
“nonpatient  care  activities,  such, as 
didactic  conferences  and  seminars,”  and 
which  unmistakably  excludes  research 
time.  In  addition,  as  explained  above. 
Congress  clearly  provided  that  the 
October  1,  2001  effective  date  “shall  not 
give  rise  to  any  inference”  as  to  how  any 
research  time  prior  to  that  effective  date 
should  be  counted  for  IME.  Several 
other  commenters  on  the  proposed  rule 
shared  CMS’  understanding  of  section 
5505(c)  within  their  comments.  These 
commenters  acknowledged  that  “the  law 
does  not  opine  on  the  status  of  IME 
research  time  prior  to  October  1,  2001, 
stating  that  research  provision  of  the 
law  ‘shall  not  give  rise  to  any  inference 
as  to  how  the  law  in  effect  prior  to  such 
date  should  be  interpreted’”  (emphasis 
added).  This  widespread  understanding 
of  section  5505(c)  aligns  with  CMS’ 
understanding  of  this  Affordable  Care 
Act  language,  and  is  consistent  with  our 
view  that  the  Secretary  has  the  authority 
to  interpret  section  1886(d)(5)(B)  of  the 
Act,  as  amended  by  section  5505,  and 
implement  policy  regarding  the  time 
spent  in  research  activities  prior  to 
October  1,  2001,  as'the  Secretary 
determines  appropriate. 

For  all  these  reasons,  we  are 
exercising  our  authority  to  define  the 
term  “nonpatient  care  activities,”  as 
used  in  section  5505(b)  of  the  ACA,  to 
adopt  proposed  §  412.105(f)(l)(iii)(C), 
which  excludes  research  activities  not 
related  to  the  treatment  or  diagnosis  of 
a  particular  patient  from  the  category  of 
allowable  “nonpatient  care  activities.” 
Instead,  such  research  activities  would 
continue  to  be  excluded  under 
§  412.105(f)(l)(iii)(B).  In  addition  to  the 
language  and  structure  of  section  5505, 
as  discussed  above,  we  believe  such  a 
decision  is  also  supported  by  important 
differences  between  these  research 
activities  and  the  types  of  nonpatient  - 
care  activities,  for  example,  didactic 
conferences  and  seminars,  enumerated 
in  section  5505.  For  example,  interns 
and  residents  are  often  assigned  to 


72146  Federal  Register / Vol.  75,  No.  226/ Wednesday,  November  24,  2010 /Rules  and  Regulations 


blocks  of  research  time,  whereas 
didactic  conferences  and  seminars  may 
occur  during  periods  when  an  intern  or 
resident  is  otherwise  assigned  to  a 
rotation  primarily  requiring  the 
provision  of  patient  care.  In  addition, 
such  didactic  conferences  and  seminars 
may  involve  presentations  or 
discussions  related  to  the  treatment  of 
current  patients.  It  has  been  our 
consistent  policy  to  exclude  research 
activities,  as  we  clarified  in  rulemaking 
in  2001.  We  also  engaged  in  rulemaking 
in  2006  to  clarify  that  didactic  time 
would  also  not  he  counted  for  GME  and 
fME  purposes.  Set  against  this 
background,  we  read  section  5505  as 
reflecting  Congress’  clear  intent  to 
reverse  our  2006  policy  regarding 
didactic  time  and  to  ratify  our  policy 
regarding  research  time  from  October  1, 
2001,  forward,  while  also  indicating  that 
it  was  not  directing  any  result  as  to 
research  activities  before  October  1, 

2001. 

After  consideration  of  the  public 
comments  we  received,  we  are  adopting 
revised  §  412.105(f)(l)(iii)(C)  of  the 
regulations  to  include  allowed  didactic 
activities  for  IME  purposes,  as  proposed 
without  modification.  “Research 
activities  that  are  not  associated  with 
the  treatment  or  diagnosis  of  a  particular 
patient”  continue  to  be  excluded  under 
§412.105(f)(l)(iii)(B). 

4.  Approved  Leaves  of  Absence 

In  the  FY  2008  IPPS  proposed  rule  (72 
FR  24814),  we  proposed  to  remove 
vacation,  sick  leave  and  other  types  of 
leave  firom  the  FTE  calculation  for  IME 
and  for  direct  GME  pmposes.  We 
proposed  this  policy  based  on  our  belief 
that  such  leave  time  involved  neither 
patient  care  nor  nonpatient  care 
activities.  However,  we  did  not  finalize 
this  proposed  policy  after  memy  public 
commenters  explained  that  the 
implementation  of  the  policy  would 
involve  significant  administrative 
burdens  (FY  2008  IPPS  final  rule,  72  FR 
47374).  Instead,  our  previously  existing 
policy,  which  allowed  vacation  and  sick 
leave  generally  to  be  counted  for  direct 
GME  and  IME  purposes,  remained  in 
effect.  In  the  FY  2008  IPPS  proposed 
rule,  we  also  proposed  to  continue  to 
count  the  time  spent  by  residents  in 
orientation  activities  in  both  the 
hospital  and  nonprovider  settings.  We 
proposed  this  policy  because  we 
recognized  the  distinct  character  of 
orientation  activities  as  essential  to  the 
provision  of  patient  care  by  residents. 
We  did  finalize  our  policy  on 
orientation  time,  and  in  doing  so,  we 
specified  that  patient  care  activities 
means  the  care  and  treatment  of 
particular  patients,  including  services 


for  which  a  physician  or  other 
practitioner  may  bill,  and  orientation 
activities  (§  413.75(b)),  effective  for  cost 
reporting  periods  beginning  on  or  after 
October  1,  2007. 

Section  5505(a)  of  the  Affordable  Care 
Act  added  new  subparagraph  (K).to 
section  1886(h)(4)  of  the  Act  to  clarify 
that  hospitals  may  count  residents’ 
vacation,  sick  leave,  and  other  approved 
leave  time  toward  the  hospitals’  direct 
GME  FTE  resident  count,  so  long  as  the 
leave  does  not  prolong  the  total  time  the 
resident  participates  in  his  or  her 
approved  program.  This  direct  GME 
provision  regarding  leave  time  is 
effective  for  cost  reporting  periods 
beginning  on  or  after  January  1,  1983.  In 
addition,  section  5505(b)  of  the 
Affordable  Care  Act  added  section 
1886(d)(5)(B)(x)(I)  to  the  Act,  which 
allows  hospitals  to  count  residents’ 
vacation,  sick  leave,  and  other  approved 
leave  time  toward  the  hospitals’  IME 
FTE  resident  count,  as  long  as  the  leave 
does  not  prolong  the  total  time  the 
resident  participates  in  his  or  her 
approved  program.  This  IME  provision 
regarding  leave  time  is  effective  for  cost 
reporting  periods  beginning  on  or  after 
January  1, 1983. 

In  the  August  3,  2010  proposed  rule 
(75  FR  46389  and  46390),  we  proposed 
to  revise  our  regulations  to  reflect  these 
statutory  changes  regarding  counting 
residents’  vacation,  sick  leave,  and  other 
approved  leave  time  toward  the 
hospitals’  direct  FTE  resident  count 
under  new  §  413.78(h)  for  GME  and 
under  §  412.105(f)(l)(iii)(D)  for  IME.  We 
noted  that  when  a  resident  on  leave  is 
training  at  two  hospitals,  each  hospital 
is  to  count  the  proportion  of  the  leave 
of  absence  time  as  specified  in  the 
August  22,  2007  final  rule  (72  FR 
47382).  In  that  rule,  we  explained  that 
regardless  of  which  hospital  is  paying 
the  resident’s  salaries  and  fringe 
benefits,  the  hospital  to  which  the 
resident  is  assigned  during  the  time  the 
vacation  is  taken  is  the  hospital  that 
counts  that  FTE  time  for  direct  GME  and 
IME.  If  the  rotation  schedule  does  not 
clearly  indicate  where  the  resident  is 
assigned  during  the  time  the  vacation  is 
taken,  the  hospitals  to  which  the 
resident  rotates  over  the  course  of  the 
academic  year  would  divide  and  count 
the  resident’s  vacation  time 
proportionately  based  on  the  amount  of 
time  spent  in  actual  training  at  the 
respective  hospitals.  In  the  August  3, 
2010  proposed  rule,  we  also  proposed  to 
specify  that  “other  approved  leave” 
includes  those  types  of  generally 
accepted  leave  of  short  duration  (those 
that  do  not  prolong  the  total  time  that 
the  resident  is  participating  in  the 
approved  training  program)  that  have 


not  been  included  in  our  resident  leave 
time  policies  in  the  past.  Examples  of 
such  “other  approved  leave”  could 
include  jury  duty,  other  court  leave,  or 
voting  leave.’ 

Comment:  Numerous  commenters 
objected  to  the  instructiona  regarding 
allocating  resident  vacation  time  when 
a  resident’s  rotation  schedule  does  not 
clearly  indicate  the  resident’s 
assignment  during  the  vacation  time. 

The  commenters  claimed  that  hospitals 
had  never  been  given  such  strict 
instructions  regarding  the  allocation  of 
resident  vacation  time,  and  the  methods 
used  by  hospitals  to  allocate  such  time 
among  themselves  have  worked  well  up 
until  this  point.  The  commenters 
requested  that  if  CMS  is  not  willing  to 
grant  hospitals  the  discretion  to  allocate 
resident  vacation  time  on  their  own, 
hospitals  should  at  least  be  permitted  to 
choose  the  period  over  which  they 
divide  the  time,  so  long  as  the  period  is 
used  consistently. 

Response:  The  instructions  given 
above  regarding  allocating  resident 
vacation  time  is  a  statement  of  existing 
policy  that  we  finalized  in  the  FY  2008 
final  rule  (72  FR  47382).  We  note  that 
this  policy  only  applies  in  a  situation 
where  a  resident’s  rotation  schedule 
does  not  clearly  indicate  the  resident’s 
assignment  during  the  vacation  time. 

The  above  instructions  are  necessary  in 
a  case  where  rotation  schedules  are 
unclear  as  to  which  hospital  a  resident 
is  assigned  to  at  any  given  time.  W’e  also 
note  that  we  have  observed  a  number  of 
hospitals  successfully  using  the  method 
we  described  to  divide  resident  training 
time. 

Comment:  One  commenter  requested 
that  CMS  clarify  the  definition  of  “other 
approved  leave,”  specifically  to  address 
whether  time  away  for  education  that  is 
part  of  a  benefit  package  would  be 
considered  “other  approved  leave.” 

Response:  In  the  proposed  rule,  we 
explained  “other  approved  leave”  as 
those  types  of  generally  accepted  leave 
of  short  duration  (those  that  do  not 
prolong  the  total  time  that  the  resident 
is  participating  in  the  approved  training 
program)  that  have  not  been  included  in 
our  resident  leave  time  policies  in  the 
past.  We  stated  that  examples  of  such 
“other  approved  leave”  could  include 
jury  duty,  other  court  leave,  or  voting 
leave.  In  general,  “other  approved  leave” 
refers  to  leave  that  is  taken  for  personal 
or  administrative  reasons,  and  not  leave 
related  to  a  resident’s  school  or  training 
program. 

After  consideration  of  the  public 
comments  we  received,  we  are 
finalizing  our  proposed  policies 
regarding  approved  leaves  of  absences. 
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as  reflected  in  the  regulation  at 
§§412.105(f)(l)(iii)(D)  and  413.78(h). 

D.  Reductions  and  Increases  to 
Hospitals’  FTE  Resident  Caps  for  GME 
Payment  Purposes  (§§412.105(f)(l)(iv) 
and  413.79(m)  and  (o)) 

1.  General  Background  on  Methodology 
for  Determining  the  FTE  Resident  Count 

As  we  discuss  in  section  XXI.A.  of 
this  preamble.  Medicare  makes  both 
direct  and  indirect  GME  payments  to 
hospitals  that  train  residents  in 
approved  medical  residency  training 
programs.  Direct  GME  payments  are 
made  in  accordance  with  section 
1886(h)  of  the  Act,  based  generally  on 
hospital-specific  PRAs,  the  number  of 
FTE  residents,  and  the  hospital’s 
Medicare  patient  share.  IME  payments 
are  made  in  accordance  with  section 
1886(d)(5)(B)  of  the  Act,  based  generally 
on  the  ratio  of  the  hospital’s  FTE 
residents  to  the  number  of  hospital  beds 
applied  to  the  DRG  payments. 
Accordingly,  the  calculation  of  both 
direct  GME  and  IME  payments  is 
affected  by  the  number  of  FTE  residents 
that  a  hospital  is  allowed  to  count; 
generally,  the  greater  the  number  of  FTE 
residents  a  hospital  counts,  the  greater 
the  amount  of  Medicare  direct  GME  and 
IME  payments  the  hospital  will  receive. 
In  an  attempt  to  end  the  implicit 
incentive  for  hospitals  to  increase  the 
number  of  FTE  residents.  Congress 
instituted  a  cap  on  the  number  of 
allopathic  and  osteopathic  residents  a 
hospital  is  allowed  to  count  for  direct 
GME  and  IME  purposes  under  the 
provisions  of  section  1886(h)(4)(F)  of 
the  Act  for  direct  GME  and  section 
1886(d)(5)(B)(v)  of  the  Act  for  IME. 

Dental  and  podiatric  residents  are  not 
included  in  this  statutorily  mandated 
cap. 

2.  Reduction  of  Hospitals’  FTE  Resident 
Caps  Under  the  Provisions  of  Section 
5503  of  the  Affordable  Care  Act 

Some  hospitals  have  trained  a  number 
of  allopathic  and  osteopathic  residents 
in  excess  of  their  FTE  resident  caps. 
Other  hospitals  have  reduced  their  FTE 
resident  counts  to  some  level  below 
their  FTE  resident  caps.  Section  5503  of 
the  Affordable  Care  Act  added  a  new 
section  1886(h)(8)  to  the  Act  to  provide 
fpr  reductions  in  the  statutory  FTE 
resident  caps  for  direct  GME  under 
Medicare  for  certain  hospitals,  and 
authorizes  a  “redistribution”  to  hospitals 
of  the  estimated  number  of  FTE  resident 
slots  resulting  from  the  reductions. 
Section  5503  also  amended  section 
1086(d)(5)(B)(v)  of  the  Act  to  require 
application  of  the  provisions  of 
1886(h)(8)  “in  the  same  manner”  to  the 


FTE  resident  caps  for  IME.  A  previous 
redistribution  of  “unused”  FTE  resident 
slots  was  performed  under  section  422 
of  Public  Law  108-173  (the  MMA). 
Section  422  provided  for  the 
redistribution  of  unused  residency 
positions  effective  for  portions  of  cost 
reporting  periods  beginning  on  or  after 
July  1,  2005.  While  the  redistribution 
under  section  5503  of  the  Affordable 
Care  Act  is  similar  to  section  422  of 
Public  Law  108-173,  there  are 
substantive  differences  between  the  two 
provisions. 

The  new  section  1886(h)(8)(A)  of  the 
Act  provides  that,  effective  for  portions 
of  cost  reporting  periods  occurring  on  or  • 
after  July  1,  2011,  a  hospital’s  FTE 
resident  cap  will  be  reduced  if  its 
“reference  resident  level”  is  less  than  its 
“otherwise  applicable  resident  limit,”  as 
these  terms  are  described  below.  We 
note  that  when  we  refer  to  “otherwise 
applicable  resident  cap”  and  “otherwise 
applicable  FTE  resident  cap”  in  the 
regulations,  we  are  using  these  phrases 
interchangeably  with  the  statutory  term 
“otherwise  applicable  resident  limit.” 

Use  of  the  phrases  “otherwise  applicable 
resident  cap”  and  “otherwise  applicable 
FTE  resident  cap”  is  consistent  with  our 
reference  to  a  hospital’s  “limit”  as  its 
“cap.”  Rural  hospitals  with  fewer  than 
250  acute  care  inpatient  beds  as  well  as 
those  hospitals  described  in  section 
XXI.D.4.  of  this  preamble  are  exempt 
from  a  reduction.  For  other  hospitals, 
any  such  reduction  will  be  equal  to  65 
percent  of  the  difference  between  the 
hospital’s  “otherwise  applicable  resident 
limit”  and  its  “reference  resident  level.” 

Under  the  new  section  1886(h)(8)(B) 
of  the  Act,  the  Secretary  is  authorized  to 
increase  the  FTE  resident  caps  for 
certain  categories  of  hospitals  for 
portions  of  cost  reporting  periods 
occurring  on  or  after  July  1,  2011,  by  an 
aggregate  number  that  does  not  exceed 
the  estimated  overall  reduction  in  FTE 
resident  caps  for  all  hospitals  under 
section  1886(h)(8)(A)  of  the  Act.  A 
single  hospital  may  receive  an  increase 
in  its  FTE  resident  cap  of  no  more  than 
75  additional  FTEs.  That  is,  a  hospital 
would  be  allowed  to  receive  up  to  75 
additional  slots  for  direct  GME  and  up 
to  75  additional  slots  for  IME.  In 
determining  which  hospitals  would 
receive  an  increase  in  their  FTE  resident 
caps,  sections  1886(h)(8)(B)  through 
1886(h)(8)(E)  of  the  Act  directs  us  to — 

•  Take  into  account  the  demonstrated 
likelihood  of  thq  hospital  filling  the 
additional  positions  within  the  first 
three  cost  reporting  periods  beginning 
on  or  after  July  1,  2011. 

•  Take  into  account  whether  the 
hospital  has  an  accredited  rural  training 
track  program. 


•  Distribute  70  percent  of  the  resident 
slots  to  hospitals  located  in  States  with 
resident-to-population  ratios  in  the 
lowest  quartile. 

•  Distribute  30  percent  of  the  resident 
slots  to  hospitals  located  in  a  State,  a 
territory  of  the  United  States,  or  the 
District  of  Columbia  that  are  among  the 
top  10  States,  territories,  or  Districts  in 
terms  of  the  ratio  of  the  total  population 
living  in  an  area  designated  as  a  health 
professional  shortage  area  (HSPA),  as  of 
March  23,  2010,  to  the  total  population, 
and/or  to  hospitals  located  in  rural.  - 
areas. 

In  summary,  section  5503  of  the 
Affordable  Care  Act  added  a  new 
section  1886(h)(8)  of  the  Act  that 
prescribes  a  methodology  for 
determining  reductions  to  certain 
hospitals’  FTE  resident  caps  based  on 
unused  FTE  resident  slots,  provides  for 
certain  exceptions  to  the  FTE  resident 
cap  reductions,  and  includes  general 
criteria  that  CMS  must  consider  in 
making  a  “redistribution”  to  other 
hospitals  of  the  estimated  number  of 
FTE  resident  slots  resulting  from  the 
reductions  in  the  FTE  resident  caps.  In 
the  August  3,  2010  proposed  rule  (75  FR 
46391  through  46410),  we  proposed 
procedures  for  determining  whether, 
and  by  what  amount,  a  hospital’s  FTE 
resident  cap  is  subject  to  a  reduction 
under  section  1886(h)(8)(A)  of  the  Act. 
We  also  specified  an  application  process 
for  hospitals  that  seek  to  receive 
increases  in  their  FTE  resident  caps  and 
the  specific  criteria  that  we  will  use  to 
determine  which  hospitals  will  receive 
increases  in  their  FTE  resident  caps 
under  section  1886(h)(8)(B)  of  the  Act. 

3.  Hospitals  Subject  to  the  FTE  Resident 
C^p  Reduction 

As  indicated  earlier,  section 
1886(h)(8)(A)  of  the  Act,  as  added  by 
section  5503  of  the  Affordable  Care  Act, 
provides  that  if  a  hospital’s  “reference 
resident  level”  is  less  than  its  “otherwise 
applicable  resident  limit,”  its  FTE 
resident  cap(s)  will  be  reduced  by  65 
percent  of  the  difference  between  its 
“otherwise  applicable  resident  limit” 
and  its  “reference  resident  level.”  Under 
section  1886(h)(8)(H)(i)  of  the  Act  (as 
added  by  section  5503  of  the  Affordable 
Care  Act),  the  “reference  resident  level” 
refers  to  the  number  of  unweighted 
allopathic  and  osteopathic  FTE 
residents  who  are  training  at  a  hospital 
in  a  given  cost  reporting  period.  That  is, 
the  “reference  resident  level”  refers  to  a 
hospital’s  allopathic  and  osteopathic 
FTE  resident  count  for  a  specific  period. 
Under  section  1886(h)(8)(H)(ii)  the 
“otherwise  applicable  resident  limit” 
refers  to  a  hospital’s  FTE  resident  cap 
established  under  sections 
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1886(h)(4)(F)(i)  and  (h)(4)(H)  of  the  Act 
for  direct  GME  payment  purposes  and  a 
hospital’s  resident  cap  established 
under  section  1886(d)(5)(B)(v)  for  IME 
payment  purposes.  For  most  hospitals, 
the  permanent  FTE  cap  under  section 
1886(h)(4)(F)(i)  of  the  Act  is  based  on: 

(1)  For  an  urban  hospital,  the  number  of 
unweighted  allopathic  and  osteopathic 
FTE  residents  in  the  hospital’s  most 
recent  cost  reporting  period  ending  on 
or  before  December  31,  1996  (the  “1996 
cap”):  (2)  for  a  rural  hospital,  130 
percent  of  the  1996  cap,  adjusted  as 
specified  under  existing  §  413.79(c)(2); 
and  (3)  any  adjustments  to  the  hospital’s 
cap  under  paragraph  (7),  which 
specifies  the  previous  “redistribution”  of 
resident  positions  required  by  section 
422  of  Public  Law  108-173.  Section 
1886(h)(4)(H)  of  the  Act  specifies  that  a 
hospital’s  FTE  resident  cap  under 
subparagraph  (F)  may  be  adjusted  for  a 
new  medical  residency  training  program 
established  on  or  after  January  1,  1995, 
participation  in  a  Medicare  GME 
affiliated  group,  and  establishment  by 
an  urban  hospital  of  a  separately 
accredited  rural  training  track  program. 

In  the  August  3,  2010  proposed  rule  (75 
FR46391),  we  proposed  that,  in  defining 
a  hospital’s  “otherwise  applicable 
resident  limit”  for  purposes  of  section 
1886(h)(8)(A)  of  the  Act,  we  will  look  at 
the  hospital’s  1996  cap  during  its 
reference  year,  as  adjusted  for  the 
following  criteria:  New  programs  as 
defined  at  §  413.79(e);  participation  in  a 
Medicare  GME  affiliation  agreement  as 
defined  at  §§  413.75(b)  and  413.79(f); 
participation  in  an  emergency  Medicare 
GME  affiliation  agreement  as  defined  at 
§  413.79(f);  participation  in  a  hospital 
merger;  and  whether  an  urban  hospital 
has  a  separately  accredited  rural 
training  track  program  as  defined  at 
§413.79(k).  We  discuss  the  applicability 
of  Medicare  GME  affiliation  agreements 
under  section  1886(h)(8)(A)  of  the  Act 
in  more  detail  under  section  XXI.D.8.C. 
of  this  preamble  and  the  treatment  of 
hospital  mergers  under  section 
XXI.D.8.d.  of  this  preamble. 
Furthermore,  section  1886(h)(8)(H)(iii) 
of  the  Act  requires  that,  in  determining 
a  hospital’s  “otherwise  applicable 
resident  limit,”  section  1886(h)(7)(A)  of 
the  Act  shall  be  taken  into  account. 
Section  1886(h)(7)(A)  of  the  Act  refers  to 
the  reduction  to  a  hospital’s  cap(s) 
under  section  422  of  Public  Law  108- 
173.  The  application  of  section  422  of 
Public  Law  108-173  to  the 
implementation  of  section  5503  of  the 
Affordable  Gare  Act  is  further  discussed 
under  section  XXI.D.IO.  of  this 
preamble. 


In  our  discussion  of  the  provisions  of 
section  5503  of  the  Affordable  Gare  Act 
under  this  section,  we  generally  refer  to 
a  hospital’s  number  of  unweighted 
allopathic  and  osteopathic  FTE 
residents  in  a  particular  period  as  a 
hospital’s  “resident  level.”  We  also  refer 
to  a  hospital’s  resident  level  in  the 
applicable  “reference  period,”  as 
explained  further  below,  as  the 
hospital’s  “reference  resident  level.”  In 
addition,  we  refer  to  the  “otherwise 
applicable  resident  limit”  as  the 
hospital’s  FTE  resident  cap  that  is 
applicable  during  the  relevant  cost 
reporting  period.  Thus,  in  the  August  3, 
2010  proposed  rule  (75  FR  46391),  we 
proposed  that,  effective  for  portions  of 
cost  reporting  periods  beginning  on  or 
after  July  1,  2011,  we  would 
permanently  reduce  the  hospital’s  FTE 
resident  cap  by  65  percent  of  the 
difference  between  the  reference 
resident  level  and  the  hospital’s 
otherwise  applicable  resident  limit  for 
IME  and  direct  GME,  respectively.  For 
example,  if  a  hospital’s  otherwise 
applicable  resident  limit  for  the 
reference  period  is  100,  and  its  reference 
resident  level  is  80  FTEs,  we  would 
reduce  the  hospital’s  FTE  resident  cap 
by  13  FTEs  (0.65* [100— 80)]  =  13).  We 
proposed  to  add  new  regulations  at 
§412.105(f)(l)(iv)(B)(2)  for  IME  and  at 
§  413.79(m)  for  direct  GME  to  reflect  oiff 
proposals  regarding  reductions  to 
hospitals’  FTE  resident  caps  under 
section  5503  of  the  Affordable  Gare  Act. 

Comment:  One  commenter  requested 
that  emergency  Medicare  GME 
affiliation  agreements  be  disregarded  for 
purposes  of  determining  a  hospital’s 
otherwise  applicable  resident  limit.  The 
commenter  agreed  with  CMS’  proposed 
policy  to  consider  Medicare  GME 
affiliation  agreements  when  determining 
a  hospital’s  otherwise  applicable 
resident  limit,  but  stated  that  emergency 
Medicare  GME  affiliation  agreements 
are  distinctly  different  from  regular 
Medicare  GME  affiliation  agreements 
because  the  purpose  of  emergency 
Medicare  GME  affiliation  agreements  is 
to  minimize  the  disruption  in  residents’ 
training  that  occurs  as  a  result  of  a 
natural  disaster.  The  commenter  stated 
that  as  a  result  of  Hurricane  Ike,  which 
led  to  the  declaration  of  an  emergency 
area  under  section  1135(b)  of  the  Act  for 
parts  of  Louisiana  and  Texas,  its  facility 
quickly  entered  into  an  emergency 
Medicare  GME  affiliation  agreement 
without  first  determining  whether  it 
needed  a  temporary  cap  increase.  The 
commenter  stated  that  facilities  that 
acted  as  quickly  as  its  hospital  should 
not  be  penalized  for  taking  such  prompt 
action.  The  commenter  believed  that 


emergency  Medicare  GME  affiliation 
agreements  should  not  be  considered  in 
determining  a  hospital’s  otherwise 
applicable  resident  limit  because  “[fjrom 
a  statutory  perspective,  the  provision 
defining  the  ‘otherwise  applicable 
resident  limit’  only  cross-references  the 
routine  Medicare  GME  affiliation 
agreement  provisions  in  section 
1886(h)(4)(H)  of  the  Act.  It  does  not 
cross-reference  the  emergency  Medicare 
GME  affiliation  agreement  legislative 
authority  in  section  1135(b)  of  the  Act.” 
The  commenter  indicated  that  if  CMS 
decides  not  to  account  for  emergency 
Medicare  GME  affiliation  agreements  in 
determining  a  hospital’s  otherwise 
applicable  resident  limit,  CMS  would 
not  in  turn  reduce  the  FTE  resident  caps 
of  hospitals  located  in  emergency  areas. 
Rather,  the  commenter  suggested  that 
CMS  could  exempt  hospitals  located  in 
areas  affected  by  an  emergency  from  the 
cap  redistribution  oh  the  basis  that  they 
were  unable  to  train  up  to  their  FTE 
resident  caps  due  to  the  natural 
catasttophes.  The  commenter  stated  that 
because  the  natural  catastrophe  led  to 
the  declaration  of  a  public  health  • 
emergency  under  section  1135(b)  of  the 
Act,  “*  *  *  the  direct  consequences  of 
those  events  should  also  fall  under  the 
same  waiver  authority.”  The  commenter 
stated  “[ijrnplicitly,  the  Affordable  Care 
Act  imposes  a  retrospective  requirement 
on  hospitals"  to  have  trained  at  a  level 
at  least  equal  to  their  FTE  resident  caps 
to  avoid  the  penalty  of  the  FTE  cap 
reduction.  With  its  section  1135(b) 
authority,  CMS  can  waive  this 
retrospective  requirement  effective  with 
the  date  of  the  beginning  of  the 
emergency  period.” 

Response:  We  commend  the 
commenters  for  its  hospital’s 
participation  in  an  emergency  Medicare 
GME  affiliation  agreement  to  provide 
residents  training  in  affected  hospitals 
with  continuity  of  training.  We  do  not 
agree  that  an  emergency  Medicare  GME 
affiliation  agreement  is  fundamentally 
different  from  a  regular  Medicare  GME 
affiliation  agreement.  Both  types  of 
affiliation  agreements  allow  for  a 
temporary  adjustment  to  hospitals’  FTE 
caps  to  permit  residents  to  train  at 
another  facility.  Furthermore,  section 
1886(h)(4)(H)(ii)  of  the  Act,  which  gives 
the  Secretary  the  authority  to  prescribe 
rules  which  allow  members  of  the  same 
affiliated  group  to  elect  to  apply  the 
members’  caps  on  an  aggregate  basis,  is 
the  statutory  foundation  for  the 
establishment  of  emergency  Medicare 
GME  affiliation  agreements.  Section 
1135(b)  of  the  Act  only  provides  the 
Secretary  with  the  authority  to 
temporarily  waive  or  modify  the 
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requirements  of  a  regular  Medicare  GME 
affiliation  agreement;  it  did  not  provide 
the  Secretary  with  the  authority  to 
create  emergency  Medicare  GME 
affiliation  agreements.  We  further  note 
that  the  “emergency  period”  declared  ' 
pursuant  to  section  1135(b)  of  the  Act 
with  respect  to  Hurricane  Ike  expired 
before  the  emergency  Medicare  GME 
affiliation  agreements  provision  ended. 

In  response  to  the  commenters  request 
that  CMS  exempt  hospitals  that  were 
unahle  to  train  up  to  their  caps  because 
of  a  natural  disaster,  section 
1886(h)(8){A)  of  the  Act  does  not 
provide  for  specific  exemption  for 
hospitals  located  in  an  emergency  area 
during  an  emergency  period.  We  believe 
that  section  1886(h)(8)(A)  of  the  Act 
allows  a  hospital  to  account  for  its 
participation  in  a  regular  Medicare  GME 
affiliated  group  and  to  account  for  its 
participation  in  an  emergericy  Medicare 
GME  affiliated  group  in  determining  a 
hospital’s  “otherwise  applicable  resident 
limit.” 

Therefore,  we  are  finalizing  our  policy 
as  proposed  that  based  on  the  statutory 
language  at  section  1886(h)(8)(H)(iii)  of 
the  Act,  in  determining  a  hospital’s 
otherwise  applicable  resident  limit,  we 
will  generally  consider  a  hospital’s  1996 
cap  during  its  reference  year,  as 
adjusted  for  the  following  criteria:  new 
programs  as  defined  at  §  413.79(e); 
participation  in  a  Medicare  GME 
affiliation  agreement  as  defined  at 
§§413. 75(b)  and  413.79(f):  participation 
in  an  emergency  Medicare  GME 
affiliation  agreement  as  defined  at 
§ 413.79(f):  participation  in  a  hospital 
merger:  and  whether  an  urban  hospital 
has  a  separately  accredited  rural 
training  track  program  as  defined  at 
§413.79(k). 

4.  Exemption  from  FTE  Resident  Gap 
Reduction  for  Gertain  Rural  Hospitals 

Section  1886(h)(8)(A)(ii)(I)  of  the  Act, 
as  added  by  section  5503  of  the 
Affordable  Gare  Act,  specifically 
exempts  rural  hospitals  (as  defined  in 
section  1886(d)(2)(D)(ii)  of  the  Act)  with 
fewer  than  250  acute  care  inpatient  beds 
from  reductions  to  their  FTE  resident 
caps  under  section  1886(h)(8)(A). 

Section  1886(d)(2)(D)(ii)  of  the  Act 
defines  a  rural  area  as  any  area  outside 
a  Metropolitan  Statistical  Area  (MSA). 
Under  the  existing  regulations  at 
§412.62(f)(ii),  an  “urban  area”  means; 

(1)  An  MSA  or  New  England  Gounty 
Metropolitan  Area  (NEGMA),  as  defined 
by  the  Executive  Office  of  Management 
and  Budget:  or  (2)  the  following  New 
England  counties:  Litchfield  Gounty, 
Connecticut;  York  Gounty,  Maine; 
Sagadahoc  County,  Maine;  Merrimack 
County,  New  Hampshire;  and  Newport 


County,  Rhode  Island.  Under  existing 
§412.62(f)(iii),  a  “rural  area”  means  any 
area  outside  an  urban  area.  We  note  that 
we  no  longer  use  the  term  MSA,  and 
instead  use  the  term  Core-Based 
Statistical  Area  (CBSA)  for  locality  and 
w'age  index  purposes. 

A  hospital’s  bed  size  is  based  on  its 
number  of  available  beds,  as  determined 
for  IME  payment  purposes  under 
§  412.105(b)  of  the  regulations.  For 
purposes  of  determining  whether  a  rural 
hospital  has  fewer  than  250  beds,  we 
proposed  to  use  data  from  the  rural 
hospital’s  most  recent  cost  reporting 
period  ending  on  or  before  March  23, 
2010.  (This  information  may  be  found 
on  Worksheet  S-3,  Part  I  of  the 
Medicare  cost  report,  CMS-2552-96:  the 
sum  of  lines  1  and  6  through  10  in 
column  2,  minus  line  26  in  column  6, 
divided  by  the  number  of  days  in  the 
cost  reporting  period.)  In  the  August  3, 
2010  proposed  rule  (75  FR  46391  and 
46392),  we  proposed  that  if  a  rural 
hospital  has  fewer  than  250  beds  in  its 
most  recent  cost  reporting  period  ending 
on  or  before  March  23,  2010,  the 
hospital  would  not  be  subject  to  a 
possible  reduction  to  its  FTE  resident 
cap(s)  under  section  1886(h)(8)(A)  of  the 
Act.  However,  if  a  rural  hospital  has  at 
least  250  beds  in  its  most  recent  cost 
reporting  period  ending  on  or  before 
March  23,  2010,  we  proposed  that  the 
rural  hospital  would  be  subject  to  a 
reduction  to  its  FTE. resident  cap(s). 

Comment:  Several  commenters 
supported  the  exclusion  of  rural 
hospitals  with  fewer  than  250  beds  from 
a  cap  reduction  under  section 
1886(h)(8)(A)  of  the  Act.  The 
commenters  stated  it  is  important  that 
these  hospitals  be  exempt  from  a  cap 
reduction  and  that  excluding  hospitals 
with  fewer  than  250  beds  will  ensure 
that  section  5503  of  the  Affordable  Gare 
Act  will  not  cause  unnecessary  harm  to 
these  rural  hospitals.  The  commenter 
added  that  due  to  the  rural  workforce 
shortage,  these  rural  hospitals  have  a 
need  to  retain  their  current  residency 
slots  which  they  already  struggle  to 
maintain. . 

One  commenter  requested 
clarification  on  the  treatment  of  rural 
hospitals  that  have  a  temporary  decrease 
in  their  available  bed  count  due  to,  for 
example,  a  unit  being  closed  for 
renovation.  The  commentei  asked  - 
whether  a  hospital  that  only  experiences 
a  temporary  decrease  in  its  bed  count 
would  be  exempt  from  a  cap  reduction 
because  the  bed  count  would  probably 
increase  once  the  renovation,  for 
example,  was  completed.  The 
commenter  stated  that-the  cost  reports  at 
issue,  from  the  most  recent  cost 
reporting  ending  on  or  before  March  23, 


2010,  will  neither  be  audited  nor 
reviewed  by  the  Medicare  contractor  by 
the  date  cap  reductions  are  made.  The 
commenter  asked  for  clarification  on 
how  the  policy  for  exempting  rural 
hospitals  with  fewer  than  250  beds 
would  be  applied  if  the  temporary 
reduction  is  later  proven  to  be  invalid. 
The  commenter  recommended  “*  *  * 
that  GMS  require  a  review  process  to 
validate  the  bed  size  of  rural  hospitals 
that  claim  exemption  from  the  F'TE  cap 
reduction  due  to  their  bed  count.” 

Response:  We  appreciate  the 
commenters’  support  of  our  proposed 
policy  to  exclude  rural  hospitals  with 
•fewer  than  250  beds  from  cap 
reductions  under  section  1886(h)(8)(A) 
of  the  Act.  In  response  to  the  commenter 
who  requested  clarification  on  whether 
rural  hospitals  that  only  had  a 
temporary  bed  reduction,  such  that  they 
meet  the  requirement  of  having  fewer 
than  250  beds  for  a  limited  period  of 
time,  a  hospital  will  be  exempt  from  a 
cap  reduction,  regardless  of  whether  or 
hot  the  bed  reduction  is  temporary,  if 
the  data  on  its  cost  report  at  issue 
indicates  the  hospital  had  fewer  than 
250  beds.  We  note  that  the 
determination  regarding  the  availability 
of  beds  in  a  unit  that  is  clo.sed  for 
renovation  would  be  made  in 
accordance  with  the  existing  regulations 
at  §  412.105(b)(1),  which  states,  “(bjeds 
in  a  unit  or  ward  that  is  not  occupied 
to  provide  a  level  of  care  that  would  be 
payable  under ^the  acute  care  hospital 
inpatient  prospective  payment  system  at 
any  time  during  the  3  preceding  months 
(the  beds  in  the  unit  or  ward  are  to  be 
excluded  from  the  determination  of 
available  bed  days  during  the  current 
month).”  We  also  are  clarifying  in  this 
final  rule  that  the  Medicare  contractor 
will  determine  whether  a  rural  hospital 
has  fewer  than  250  beds  by  using  the 
number  of  available  beds  on  the  rural 
hospital’s  most  recently  submitted  cost 
report  for  its  cost  reporting  period 
ending  on  or  before  March  23,  2010,  for 
which  a  cost  report  has  been  settled  or 
has  been  submitted  to  the  Medicare 
contractor  by  March  23,  2010.  That  is, 
we  are  clarifying  that  the  cost  report 
used  to  determine  whether  the  rural 
hospital  is  exempt  from  a  cap  reduction 
must  have  been  settled  of  have  been 
submitted  to  the  Medicare  contractor  by 
March  23.  2010.  In  this  final  rule,  we  are 
revising  §  413.79(m)(l)  to  reflect  this 
clarification. 

In  response  to  the  commenter’s 
request  that  GMS  require  a  review 
process  to  validate  a  rural  hospital’s  bed 
count,  the  Medicare  contractors  will 
review  rural  hospitals’  bed  size  in 
accordance  with  normal  audit 
procedures. 
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5.  Application  of  Section  5503  to 
Hospitals  That  Participate  in 
Demonstration  Projects  or  Voluntary 
Residency  Reduction  Programs  and 
Certain  Other  Hospitals 

In  addition  to  certain  rural  hospitals 
as  noted  above,  section  1886(h)(8)(A)(ii) 
of  the  Act  also  exempts  certain  other 
hospitals  from  a  residency  cap 
reduction.  Section  1886(h)(8)(A)(ii)(n) 
of  the  Act,  as  amended  by  section  5503 
of  the  Affordable  Care  Act,  specifically 
exempts  “a  hospital  that  was  part  of  a 
qualifying  entity  which  had  a- voluntary 
residency  reduction  plan  approved 
under  paragraph  (6)(B)  or  under  the 
authority  of  section  402  of  Public  Law 
90-248,  if  the  hospital  demonstrates  to 
the  Secretary  that  it  has  a  specific  plan 
in  place  for  filling  the  unused  positions 
by  not  later  than  2  years  after  the  date 
of  enactment  of  this  paragraph.”  This 
language  is  referring  to  the  National 
Voluntary  Residency  Reduction  Plan 
(VRRP),  the  New  York  Medicare  GME 
Demonstration  (New  York 
Demonstration),  and  the  Utah  Medicare 
GME  Demonstration  (Utah 
Demonstration) . 

In  July  1997,  42  New  York  teaching 
hospitals  participated  in  the  New  York 
Demonstration.  An  additional  seven 
hospitals  joined  the  New  York 
Demonstration  in  July  1998.  The 
purpose  of  the  New  York  Demonstration 
was  to  test  reimbursement  changes 
associated  with  residency  training  to 
determine  whether  hospitals  could  use 
time-limited  transition  funding  to 
replace  and  reengineer  the  services 
provided  by  a  portion  of  their  residency 
trainees.  In  exchange  for  reducing  its 
count  of  residents  by  20  to  25  percent 
over  a  5-year  period,  while  maintaining 
or  increasing  its  primary  care-to- 
specialty  ratio  of  residents,  a 
participating  hospital  (or  consortium  of 
hospitals)  participating  in  the  New  York 
Demonstration  would  receive  “hold 
harmless  payments”  for  6  years. 

'  Since  2003,  nine  Utah  teaching 
hospitals  have  participated  in  the  Utah 
Demonstration  to  allocate  Medicare 
GME  funding  to  Utah  hospitals  based  on 
health  professions  workforce  planning. 
Under  the  Utah  Demonstration, 
Medicare  contractors  redirect  Medicare 
direct  GME  funds  from  each  of  the 
teaching  hospitals  in  Utah  and  pay 
those  amounts  to  the  Utah  Medical 
Education  Council,  an  agency  of  the 
State  government. 

Under  the  VRRP  approved  under 
section  1886(h)(6)(B)  of  the  Act, 
hospitals  could  use  time-limited 
transition  funding  to  replace  the 
services  provided  by  a  portion  of  their 
residents.  In  exchange  for  reducing  its 


count  of  residents  by  20  to  25  percent 
over  a  5-year  period,  while  maintaining 
or  increasing  its  primary  care-to- 
specialty  ratio  of  residents,  a  VRRP 
participating  hospital  would  receive 
“hold  harmless  payments”  for  5  years. 

Based  on  the  language  of  section 
1886'(h)(8)(A)(ii)(II)  of  the  Act,  in  the 
August  3,  2010  proposed  rule  (75  FR 
46392),  we  proposed  that  hospitals  that 
participated  in  the  New  York 
Demonstration,  the  Utah  Demonstration, 
or  a  VRRP  could  be  exempt  from  a  cap 
reduction  under  section  1886(h)(8)(A)  of 
the  Act.  We  proposed  to  not 
differentiate  between  those  hospitals 
that  withdrew  fi-om  either 
demonstration  prior  to  its  completion 
and  those  hospitals  that  completed 
either  demonstration.  That  is,  we 
proposed  that  any  hospital  that,  at  some 
point,  participated  in  the  New  York 
Demonstration,  the  Utah  Demonstration, 
or  the  VRRP  could  be  exempt  from  a  cap 
reduction.  Specifically,  consistent  with 
the  statutory  language  at  section 
1886(h)(8)  of  the  Act,  even  though  only 
seven  hospitals  actually  completed  the 
New  York  Demonstration,  any  hospital 
that  participated  in  the  New  York 
Demonstration  could  be  exempt  h'om  a 
cap  reduction.  As  required  under 
section  1886(h)(8)(A)(ii)(II)  of  the  Act,  to 
be  exempt  from  the  cap  reduction,  a 
hospital  that  had  a  VRRP  approved 
under  section  1886(h)(6)(B)  of  the  Act  or 
hospitals  that  participated  in  a 
demonstration  project  approved  under 
section  402  of  Public  Law  90-248  must 
demonstrate  to  the  Secretary  that  it  has 
a  plan  in  place  for  filling  its  unused 
slots  within  2  years  after  the  date  of 
enactment  of  Public  Law  111-148  (that 
is,  by  March  23,  2012).  We  proposed 
that  those  hospitals  must  submit  their 
plans  specifying  how  they  would  fill 
their  unused  slots  to  CMS  by  December 
1,  2010,  in  order  to  be  exempt  from  a 
cap  reduction. 

In  addition  to  the  hospitals  described 
under  1886(h)(8)(A)(ii)(II)  of  the  Act, 
section  1886(h)(8)(A)(ii)(III)  of  the  Act 
exempts  a  hospital  described  under 
section  1886(h)(4)(H)(v)  of  the  Act  from 
a  cap  reduction.  Therefore,  in  the 
August  3,  2010  proposed  rule  (75  FR 
46392),  we  proposed  that  such  a 
hospital  described  under  section 
1886(h)(4)(H)(v)  of  the  Act  be  exempt 
from  a  cap  reduction. 

Finally,  section  1886(h)(8)(H)(i)  of  the 
Act  provides  that  the  hospital’s 
reference  resident  level  is  the  resident 
level  for  the  one  cost  reporting  period 
out  of  the  three  most  recent  cost 
reporting  periods  ending  before  March 
23,  2010,  with  the -highest  resident  level. 
Under  section  1886(h)(8)(A)(i)  of  the 
Act,  that  reference  resident  level  is  used 


to  make  the  determination  of  whether  a 
hospital’s  FTE  resident  cap(s)  should  be 
reduced.  Therefore,  in  the  August  3, 

2010  proposed  rule,  we  proposed  that  if 
a  hospital  trains  at  or  above  its 
otherwise  applicable  resident  limit  in 
all  of  its  three  most  recent  cost  reporting 
periods  ending  before  March  23,  2010, 
the  hospital  would  be  exempt  from  a 
cap  reduction.  A  separate  determination 
would  be  made  regarding  any  reduction 
to  the  hospital’s  direct  GME  cap  and  its 
IME  cap. 

Comment:  Several  commenters 
supported  our  proposed  policy  to 
exclude  hospitals  that  participated  in 
the  Utah  Demonstration  and  the  New 
York  Demonstration  if  the  hospitals 
submit  their  plans  to  CMS  by  December 
1,  2010,  specifying  how  they  would  fill 
their  unused  slots  by  March  23,  2012. 

One  commenter  asserted  that  it  is 
important  forGMS  to  understand  the 
structure,  timeline,  and  post¬ 
demonstration  requirements  assoqiated 
with  the  New  York  Demonstration.  The 
commenter  stated  the  terms  and 
conditions  for  the  seven  hospitals  that 
completed  the  New  York  Demonstration 
required  that,  if  a  hospital  exceeded  its 
post-demonstration  cap,  which  was  in 
effect  until  July  1,  2009,  and  reduced  a 
participating  "hospital’s  cap  20  to  25 
percent  below  its  otherwise  applicable 
Medicare  resident  cap,  the  hospital 
would  be  accountable  for  the  Medicare 
GME  reimbursement  associated  with  its 
additional  FTE  residents.  The 
commenter  stated  the  hospitals  that 
completed  the  New  York  Demonstration 
had  to  adhere  to  a  separate  lower 
Medicare  resident  cap  through  July  1 , 
2009,  a  r^uirement  not  applicable  to 
other  hospitals  in  the  country.  The 
commenter  also  noted  that  certain 
hospitals  that  did  not  complete  the 
entire  New  York  demonstration  had 
already  made  substantial  reductions  to 
their  FTE  resident  counts  of  20  or  25 
percent  before  formally  ending  their 
participation  in  the  demonstration.  The 
commenter  stated,  for  this  reason,  it 
agrees  with  CMS’  proposal  to  apply  the 
Affordable  Care  Act  exemption  for 
hospitals  that  participated  in  the 
demonstration  authority  to  hospitals 
that  participated  at  any  time  in  the  New 
York  Demonstration. 

The  commenter  stated  CMS’  proposal 
to  require  that  hospitals  that 
participated  in  the  New  York 
Demonstration  submit  a  plan  to  CMS  by 
December  1,  2010,  for  how  they  plan  to 
fill  their  slots  by  March  23,  2012,  is 
unrealistic,  given  that  the  final  rule  will 
not  be  available  until  November  1,  2010, 
and  “*  *  *  given  the  magnitude  of  the 
reductions  required  by  CMS  and  the  fact 
that  CMS  mandated  an  incentive  to 
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maintain  those  large  reductions  through 
July  1,  2009.”  The  commenter  requested 
that  CMS  finalize  a  policy  that  hospitals 
that  participated  in  the  New  York 
Demonstration  he  required  to  submit  a 
plan  to  CMS  by  March  1,  2011,  for  how 
they  plan  to  fill  their  unused  slots  by 
March  23,  2012.  The  commenter 
suggested  that  if  CMS  needs  an  estimate 
of  the  number  of  slots  the  demonstration 
hospitals  plan  to  fill  by  March  23,  2012, 
CMS  could  require  a  two-step  process 
by  which  hospitals  would  provide  to 
CMS  by  December  1,  2010,  an  estimate 
of  the  number  of  FTE  resident  slots  they 
plan  to  fill  and  provide  to  CMS  by 
March.!,  2011,  a  detailed  plan  for  how 
they  anticipate  to  fill  those  slots. 

The  commenter  noted  that  some 
hospitals  that  participated  in  the  New 
York  Demonstration  accepted  displaced 
residents  from  hospitals  that  closed  after 
Marc;h  23,  2008.  The  commenter 
recommended  that  CMS  allow,  but  not 
require,  hospitals  that  participated  in 
the  New  York  Demonstration  to  “*  *  * 
include  as  part  of  its  submitted  plan  for 
filling  unused  slots  by  March  23,  2012 
its  intention  to  apply  for  additional  slots 
to  continue  training  residents  in  the 
same  program  as  displaced  residents 
from  a  closed  hospital,  if  the  hospital 
desires  to  do  so.”  The  commenter 
believed  that  CMS’  interpretation  that 
demonstration  hospitals  must  have 
residents  training  in  the  hospitals’ 
unused  slots  as  of  March  23,  2012,  is  not 
practical  because  it  cannot  be  reconciled 
with  the  “core  characteristic  of 
residency  training,”  that  residents  begin 
their  applicable  program  years  July  1  of 
each  calendar  year.  The  commenter 
added  that  CMS’  interpretation  means 
that  a  hospital  would  have  to  have 
residents  training  in  the  unused  slots  by 
July  1,  2011,  to  ensure  these  residents 
are  actually  training  as  of  March  23, 
2012,  which  would  only  allow  these 
hospitals  approximately  15  months  to 
fill  their  unused  slots  rather  than  2 
years.  The  commenter  stated  “[tjhe  more 
sensible  approach  to  interpreting  this 
requirement  would  be  for  CMS  to 
permit  the  demonstration  hospitals  to 
specify  a  plan  whereby  the  hospitals 
will  fill  the  unused  slots  in  a 
progressive  and  logical  manner  that 
recognizes  the  staggered  nature  of 
residency  training.”  Therefore,  the 
commenter  recommended  that  the 
unused  FTE  resident  cap  slots  of 
hospitals  that  participated  in  the  New 
York  Demonstration  be  considered  to  be 
filled  by  March  23,  2012,  if  any  one  of 
the  following  three  scenarios  occurs:  (1) 
A  resident  is  actually  training  at  the 
hospital  by  March  23,  2012;  (2)  a 
resident  is  enrolled  in  a  hospital’s 


unused  cap  slot  by  March  23,  2012,  and 
will  begin  training  no  later  than  July  1, 
2012;  or  (3)  “there  is  a  demonstrated 
likelihood  of  slots  in  a  new  program 
being  filled  in  a  progressive  sequence  as 
evidenced  by  the  matching  to  or 
enrollment  in  the  program  of  the  first 
cohort  of  residents  by  that  date  and  that 
first  cohort  will  begin  training  in  the 
slots  no  later  than  July  1,  2012.” 

Response:  We  appreciate  the 
commenters’  support  of  our  proposed 
policy  that  if  a  hospital  at  any  time 
participated  in  the  New  York 
Demonstration  or  the  Utah 
Demonstration,  it  would  be  exempt  from 
a  cap  reduction  if  it  submits  a  plan  to 
CMS  by  December  1,  2010,  for  how  it 
plans  to  fill  its  unused  slots  by  March 
23,  2012.  We  understand  the 
commenter’s  concern  that  the  proposed 
requirement  to  submit  a  plan  to  CMS  by 
December  1,  2010,  for  how  the  hospital 
plans  to  fill  its  slots  by  March  23,  2012, 
may  not  provide  hospitals  that 
•  participated  in  the  New  York 
demonstration  sufficient  time  to  draft 
their  plans.  Therefore,  we  are  amending 
our  proposed  policy  in  this  final  rule  to 
require  hospitals  that  patticipated  in  the 
New  York  Demonstration,  the  Utah 
Demonstration,  or  a  VRRP  to  submit 
their  plans  to  CMS  by  January  21,  2011, 
for  how  they  plan  to  fill  their  unused 
slots  by  March  23,  2012.  We  are  revising 
the  proposed  regulatory  text  at 
§  413.79(m)(2)  to  reflect  this  date 
change. 

In  response  to  the  commenter’s 
question  of  whether  applying  for  FTE 
cap  slots  from  a  closed  hospital  under 
section  5506  of  the  Affordable  Care  Act 
could  be  considered  part  of  a  hospital’s 
plan  for  filling  unused  slots  by  March 
23,  2012,  we  do  not  agree  that  showing 
that  a  hospital  is  applying  for  cap  slots 
under  section  5506  demonstrates  that 
the  hospital  will  be  filling  its  unused 
cap  slots  by  March  23,  2012.  On  the 
contrary,  applying  for  additional  cap 
slots  under  section  5506  of  the 
Affordable  Care  Act  would  give  a 
demonstration  hospital  an  additional 
cap,  whigh  could  further  increase  its 
number  of  unused  slots. 

In  response  to  the  commenter’s 
concerns  regarding  the  likelihood  of. 
having  additional  residents  training  as 
of  March  23,  2012,  we  are  dating  in  this 
final  ride  that  if  a  hospital  described 
under  sectipn  1886(hK8KAKii)(II)  of  the 
Act  can  show  that  a  resident(s)  has 
matched  into  a  program  by  March  23, 
2012,  or  has  signed  a  formal  letter  of 
commitment  with  the  program  by  March 
23,  2012,  and  that  a  residentjsj  will 
begin  training  no  later  than  July  1,  2012, 
that  hospital  has  met  the  requirement  of 
demonstrating  that  it  has  a  plan  for 


filling  an  unused  cap  slqtjs)  by  March 
23,  2012.  We  note  that,  for  purposes  of 
submitting  a  plan  indicating  that  the 
hospital  will  fill  its  unused  slots  by 
March  23,  2012,  the  type  of 
documentation  required  to  demonstrate 
that  the  hospital  is  filling  unused  slots 
must  be  the  type  of  documentation 
listed  under  the  demonstrated 
likelihood  criteria  for  purposes  of 
implementing  cap  increases  under 
section  5503  of  the  Affordable  Care  Act. 
For  example,  the  hospital  could  submit 
to  CMS  the  documentation  it  submitted 
to  the  ACGME  requesting  approval  for  a 
new  program  or  a  permanent  expansion 
to  the  number  of  residents  in  its  existing 
program. 

In  summary,  we  are  finalizing  our 
proposed  policies  regarding  the  ' 
treatment  of  hospitals  that  participated 
in  the  New  York  Demonstration,  the 
Utah  Demonstration,  and  a  VRRP,  and  a 
hospital  described  under  section 
1886(h)(4KH)(vJ  of  the  Act,  except  that 
we  are  allowing  hospitals  to  submit 
their  plans  to  CMS  by  January  21,  2011, 
for  how  they  plan  to  fill  their  unused 
slots  by  March  23,  2012.  We  also  are 
allowing  hospitals  that  participated  in 
the  New  York  Demonstration,  the  Utah 
Demonstration,  or  a  VRRP  to 
demonstrate  that  they  are  filling  unused 
slots  by  March  23, -2012,  by  showing 
that  a  resident(s)  has  matched  into  a 
program  by  March  23,  2012,  or  has 
signed  a  formal  letter  of  commitment 
with  the  program  by  March  23,  2012, 
and  will  begin  training  at  the  hospital  at 
the  latest  by  Julv  1,  2012. 

We  also  are  clarifying  in  this  final  rule 
that  a  hospital  that  is  training  at  or 
above  its  otherwise  applicable  resident 
limit  in  all  three  of  its  three  most  recent 
cost  reporting  periods  ending  before 
March  23,  2010,  for  which  a  cost  report 
has  been  either  settled  or  submitted 
(subject  to  audit)  to  the  Medicare 
contractor  by  March  23.  2010,  is  exempt 
from  a  cap  reduction  under  section 
1886(h)(8)(A)  of  the  Act.  A  separate 
determination  would  be  made  regarding 
any  reduction  to  the  hospital’s  direct 
GME  cap  and  its  IME  cap. 

6.  Determining  the  Estimated  Number  of 
FTE  Resident  Slots  Available  for 
Redistribution 

In  accordance  with  section 
1886(h)(8)(A)  of  the  Act,  as  added  by' 
section  5503  of  the  Affordable  Care  Act. 
we  will  determine  the  number  of 
resident  positions  available  for 
redistribution  by  estimating  the 
expected  reductions  to  hospitals’  FTE 
resident  caps.  We  believe  that  section 
1886(h)(8)(A)  of  the  Act  allows  us  to 
distinguish  between  the  FTE  counts  that 
are  used  to  determine  the  number  of 
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FTE  resident  slots  that  are  available  for 
redistribution  (that  is,  the 
“redistribution  pool”)  and  the  actual 
number  of  FTE  residents  by  which 
hospitals’  FTE  resident  caps  are 
ultimately  reduced.  In  the  August  3, 

2010  proposed  rule  (75  FR  46392  and 
46393),  we  proposed  to  estimate  the 
reduction  to  a  hospital’s  FTE  cap  under 
section  1886(h)(8)(A)  of  the  Act  for 
purposes  of  determining  the  number  of 
FTEs  that  a  hospital  might  contribute  to 
the  redistribution  pool.  We  proposed  to 
estimate  the  redistribution  pool  in 
accordance  with  section  1886(h)(8)(B)(i) 
of  the  Act,  as  added  by  section 
5503(aK4),  which  states:  “The  aggregate 
number  of  increases  in  the  otherwise 
applicable  resident  limit  under  this 
subparagraph  shall  be  equal  to  the 
aggregate  reduction  in  such  limits 
attributable  to  subparagraph  (A)  (as 
estimated  by  the  Secretary)”  (emphasis 
added).  Therefore,  we  proposed  to 
estimate  and  redistribute  the  number  of 
resident  slots  in  the  redistribution  pool, 
and  to  ensure  that  the  aggregate  number 
of  FTE  residents  by  which  we  increase 
the  FTE  resident  caps  of  qualifying 
hospitals  under  section  1886(h)(8)(B)  of 
the  Act  is  not  more  than  CMS’  estimate 
of  the  redistribution  pool.  In  the 
proposed  rule,  we  noted  if  we  were 
subsequently  to  perform  an  audit,  as 
described  further  in  section  XXI. D. 7.  of 
this  preamble,  in  order  to  make  a  final 
determination  regarding  any  reductions 
to  a  hospital’s  FTE  resident  cap,  and 
find  that  the  aggregate  number  of  FTE 
resident  reductions  differed  from  the 
number  CMS  had  initially  estimated  for 
the  redistribution  pool,  the  number  of 
slots  that  can  be  redistributed  from  the 
redistribution  pool  to  qualifying 
hospitals  would  not  be  affected. 

To  ensure  that  we  would  begin 
making  payments  for  most  hospitals 
based  on  the  revised  FTE  resident  caps 
by  July  1,  2011,  as  required  by  the 
statute,  in  the  August  3,  2010  proposed 
rule  (75  FR  46393),  we  proposed  to  set 
a  date  by  which  we  would  have 
determined  a  hospital’s  reference 
resident  level  and  compared  it  to  the 
hospital’s  otherwise  applicable  resident 
limit(s)  to  estimate  whether,  and  by  how 
much,  the  hospital’s  FTE  cap(s)  would 
be  reduced.  We  proposed  this  date  to  be 
May  1,  2011,  and  that  date  would  apply 
for  all  hospitals  for  purposes  of 
determining  an  estimate  of  whether  and 
by  how  much  their  FTE  resident  caps 
should  be  reduced.  In  the  event  that  the 
Medicare  contractors  have  not 
completed  an  audit  of  a  hospital’s  GME 
data  (explained  further  under  section 
XXI.D.7.  of  this  preamble)  by  May  1, 
2011,  we  proposed  to  estimate  by  May 


1,  2011,  the  number  of  FTE  residents  by 
which  a  hospital’s  FTE  resident  cap  is 
expected  to  be  reduced  based  on  the 
data  in  the  as-submitted  cost  report.  For 
example,  a  Medicare  contractor  may 
estimate  by  May  1,  2011,  that  Hospital 
A’s  FTE  resident  cap  should  be  reduced 
by  10  FTEs.  Thus,  we  would  place  10 
FTEs  into  the  redistribution  pool.  It  is 
possible  that  even  after  May  1,  2011,  the 
contractor  may  continue  to  audit 
Hospital  A’s  relevant  cost  reports  to 
determine  if,  in  fact.  10  FTEs  is  the 
appropriate  number  by  which  to  reduce 
Hospital  A’s  FTE  resident  cap,  and 
could  ultimately  conclude  that  Hospital 
A’s  FTE  resident  cap  should  only  be 
reduced  by  8  FTEs.  If  the  Medicare 
contractor  does  not  make  this  revised 
determination  based  on  the  audit  by 
May  1,  2011,  while  we  would  only 
reduce  Hospital  A’s  FTE  resident  cap  by 
8  FTEs  effective  July  1,  2011,  the 
number  of  FTE  residents  in  the 
redistribution  pool  attributable  to 
Hospital  A  would  remain  at  10  FTEs 
(the  estimated  number  as  of  May  1 , 

2011).  Similarly,  if  the  Medicare 
contractor  ultimately  concluded  that 
Hospital  A’s  FTt  resident  cap  should  be 
reduced  by  12  FTEs,  but  this  final 
determination  is  not  made  by  May  1, 
2011,  Hospital  A’s  FTE  resident  cap 
would  be  reduced  by  12  FTEs  effective 
July  1,  2011,  but  the  number  of  FTE 
residents  in  tbe  redistribution  pool 
attributable  to  Hospital  A  would  remain 
at  10  FTEs.  Therefore,  because  we 
believe  that  section  1886(h)(8)(B)(i)  of 
the  Act  allows  us  to  distinguish  between 
the  FTE  counts  that  are  used  to 
determine  the  size  of  the  redistribution 
pool,  and  the  actual  aggregate  number  of 
FTE  residents  by  which  hospitals’  FTE 
resident  caps  are  ultimately  reduced,  we 
proposed  to  use  estimated  information 
to  determine  possible  reductions  to 
hospitals’  FTE  resident  caps  to  estimate 
the  number  of  FTE  resident  slots  to  be 
distributed  under  section  1886(h)(8)(B) 
of  the  Act.  In  addition,  we  noted  that, 
as  was  done  when  we  implemented 
section  422  of  Public  Law  108-173, 
Medicare  contractors  will  provide 
hospitals  with  a  time-limited 
opportunity  to  review  cap  reduction 
determinations  for  possible  technical 
errors  before  they  are  finalized.  As  set 
forth  at  section  5503(a)(3),  cap  reduction 
determinations  are  not  subject  to 
administrative  or  judicial  review. 

Comment:  One  commenter  believed 
that  the  proposal  for  CMS  to  distinguish, 
between  the  estimated  number  of 
positions  available  for  redistribution 
and  the  actual  number  of  positions  by 
which  hospitals’  FTE  residency  caps 
ultimately  would  be  reduced  is  a 


reasonable  proposal.  However,  the 
commenter  was  concerned  that  an 
underestimate  of  available  positions 
could  result  in  reducing  the  universe  of 
GME  positions.  The  commenter 
recommended  that  CMS  consider 
reconciling  the  number  of  positions  lost 
with  the  number  awarded  after  cost 
reports  are  audited,  applications 
evaluated,  and  the  redistribution 
process  complete.  Further,  the 
commenter  Stated  that  this  additional 
step  should  not  result  in  loss  of 
positions  once  they  are  awarded. 

One  commenter  asked  how  Medicare 
contractors  are  to  estimate  the  number 
of  slots  available  by  May  1,  2011, 
because  the  cost  reports  at  issue  will  not 
be  audited  in  the  timeframe  in  which 
the  resident  information  is  needed.  The 
commenter  stated  that  cost  report 
settlements  for  disproportionate  share 
hospitals  (DSHs),  many  of  which  are 
also  teaching  hospitals,  are  delayed 
until  CMS  can  supply  revised 
Supplemental  Security  Income  (SSI) 
ratios.  The  commenter  stated  that  final 
settlements  have  not  been  issued  for 
cost. reporting  periods  beginning  in  FY 
2006  and  for  Subsequent  cost  reporting 
periods.  The  commenter  asked  whether 
CMS  is  proposing  to  use  cost  reports 
that  have  not  been  final  settled  to 
perform  the  FTE  cap  redistribution.  The 
commenter  also  asked  whether  there 
would  be  “*  *  *  special,  abbreviated 
audits  or  settlements  made  specific  to 
the  FTE  resident  counts  for  those  years 
in  order  to  ensure  that  the  data  used  to 
redistribute  the  FTE  caps  is  reviewed  by 
the  Medicare  contractor  and  settled 
appropriately.”  The  commenter 
suggesled  that,  in  establishing  any 
additional  workload  requirements  for 
Medicare  contractors  for  purposes  of 
section  5503  of  the  Affordable  Care  Act, 
CMS  consider  other  Medicare  contractor 
workload  requirements,  including 
settlement  of  DSH  appeals  under  CMS 
'  Ruling  1498  and  wage  index  reviews, 
which  have  to  be  completed  in  the  same 
timeframe. 

One  commenter  noted  that 
implementation  of  section  5505  of  the 
Affordable  Care  Act  may  increase  a 
hospital’s  reference  resident  levels  for 
didactic  time  in  the  hospital’s  three 
most  recent  cost  reporting  periods 
submitted  before  March  23,  2010.  The 
commenter  asked  whether  hospitals’ 
reference  resident  levels  would  be 
modified  to  account  for  any  additional 
resident  FTEs.  Tbe  commenter  asked 
whether  if  adjustments  eire  to  be  made, 
they  would  be  made  for  all  affected 
hospitals  or  only  for  those  hospitals  that 
have  a  jurisdictionally  valid  appeal.  The 
commenter  stated  that  the  section  5505 
provisions  will  be  available  for  all 
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providers  when  the  FTE  cap  reductions 
are  applied  in  subsequent  cost  reporting 
periods. 

One  commenter  believed  that 
reference  resident  levels  used- for 
purposes  of  reducing  hospitals’  caps 
under  section  5503  of  the  Affordable 
Care  Act  should  be  based  on  years  that 
will  include  additional  FTEs  based  on 
additional  FTE  time  speat  at 
nonprovider  sites  that  is  due  to  the  , 
changes  made  by  section  5504  of  the 
Affordable  Care  Act.  The  commenter 
stated  that  its  hospital  is  below  its  cap 
because  it  has  not  been  allowed  to 
include  weeks  spent  by  residents  at 
nonprovider  sites.  The  commenter 
stated  that  if  its  hospital’s  cap  is 
reduced,  this  action  would  eliminate 
any  benefit  it  .may  receive  by  being  able 
to  count  additional  rotations  at 
nonprovider  sites.  The  commenter  also 
referred  to  the  recordkeeping 
requirement  included  in  section  5504  of 
the  Affordable  Care  Act.  The  commenter 
stated  “It  does  not  seem  logical  to 
reduce  caps  while  at  the  same  time 
monitoring  for  increases  in  FTEs  for 
time  spent  in  nonprovider  settings.’-’  The 
commenter  stated  that  redistributing 
FTE  cap  slots  should  be  delayed  until 
adjustments  have  been  made  to 
hospitals’  FTE  counts  for  weeks  spent  at 
nonprovider  settings. 

Several  commenters  supported  CMS’ 
proposal  t*o  provide  hospitals  with  a 
time-limited  opportunity  to  review  cap 
reductions  for  any  possible  technical 
errors  before  the  reductions  are 
finalized. 

Response:  In  response  to  the 
commenter  who  recommended  that 
CMS  reconcile  the  number  of  FTE  cap 
slots  reduced  with  the  number  of  FTE 
cap  slots  awarded,  we  note  that  we  are 
not  required  to  reconcile  the  cap 
reductions  with  the  caps  awarded  under 
the  provisions  of  section  5503  of  the 
Affordable  Care  Act.  Specifically, 
section  1886(h)(8)(B)(i)  of  the  Act,  in 
part,  states  “The  aggregate  number  of 
increases  in  the  otherwise  applicable 
resident  limit  under  this  subparagraph 
shall  be  equal  to  the  aggregate  reduction 
in  such  limits  attributable  to 
subparagraph  (A)  (as  estimated  by  the 
Secretary)”  (emphasis  added).  We 
believe  the  use  of  the  phrase  “as 
estimated  by  the  Secretary”  gives  the 
Secretary  the  authority  to  estimate  the 
FTE  redistribution  pool  for  purposes  of 
finality.  We  and  the  Medicare 
contractors  will  endeavor  to  make  cap 
reduction  determinations  based  on  the 
most  accurate  data  available.  However, 
because  some  of  the  audits  to  finally 
determine  whether  a  hospital  has  excess 
slots  will  not  be  completed  prior  to  July 
1,  2011,  and  because  the  statutory 


effective  date  of  the  increases  to 
hospitals’  caps  is  July  1,  2011,  we  are 
not  changing  our  proposed  policy  and, 
therefore,  we  are  not  reconciling  the 
number  of  FTE  cap  slots  reduced  with 
the  number  of  FTE  cap  slots  awarded. 
Doing  so  would  preclude 
implementation  of  section  5503  of  the 
Affordable  Care  Act  by  its  effective  date, 
July  1,  2011. 

In  response  to  the  commenter  who 
requested  clarification  on  how  Medicare 
contractors  can  estimate  the  FTE 
redistribution  pool  as  of  May  1,  2011,  as 
we  note  in  a  subsequent  comment,  we 
are  moving  the  internal  deadline  for 
Medicare  contractors  to  estimate  the 
number  of  slots  available  for 
redistribution  from  May  1,  2011  to  May 
16,  2011.  As  we  did  when  implementing 
section  422  of  thb  MMA,  we  will  be  . 
issuing  separate  instructions  to  the 
Medicare  contractors  regarding  the 
process  for  determining  if  and  by  how 
much  a  hospital’s  FTE  resident  cap 
should  be  reduced.  We  understand  that 
many  cost  reports  used  for  determining 
if  and  by  how  much  a  hospital’s  FTE 
resident  cap  might  be  reduced  will  not 
be  final  settled,  or  may  not  even  be 
audited  under  normal  cost  report 
settlement  procedures.  We  note  that 
section  1886(h)(8)(H)  of  the  Act  directs 
the  Secretary  to  use  the  highest  resident 
level  (as  the  reference  resident  level)  for 
any  of  a  hospital’s  three  most  recent  cost 
reporting  periods  ending  before  the  date 
of  enactment,  which  is  March  23,  2010, 
“for  which  a  cost  report  has  been  settled 
(or,  if  not,  submitted  (subject  to  audit)), 
as  determined  by  the  Secretary.”  Thus, 
the  Secretary  has  the  flexibility  to  use 
either  settled  cost  reports,  if  available, 
or  not  as  yet  settled  cost  reports,  and 
subject  those  cost  reports,  or  parts  of 
those  cost  reports,  to  audit,  as 
appropriate.  In  response  to  the 
commenter’s  concern  about  additional 
Medicare  contractor  workload 
requirements,  we  understand  the 
competing  audit  and  payment  priorities 
the  Medicare  contractors  face  in  the 
upcoming  months,  and  we  will  make 
every  effort  to  be  accommodating  to 
those  concerns. 

In  relation  to  the  issue  of  adding  in 
FTE  resident  time  for  didactic  time  - 
previously  disallowed  for  purposes  of 
IME  in  the  hospital  setting  and  for 
purposes  of  direct  GME  in  the 
nonprovider  setting  as  provided  by 
section  5505,  the  hospital’s  cost  report 
must  either  not  have  been  settled  or 
must  have  a  jurisdictionally  proper 
appeal  pending  by  March  23,  2010,  for 
IME  to  include  didactic  time  in  prior 
cost  reporting  periods  for  IME  payment 
purposes.  For  purposes.of  direct  GME  in 
the  nonprovider  setting,  the  hospital’s 


cost  report  must  either  not  have  been 
settled  or  must  have  a  jurisdictionally 
proper  appeal  pending  for  direct  GME  to 
include  didactic  time  in  a  prior  cost 
reporting  period  starting  on  or  after  July 
1,  2009  (but  ending  before  March  23, 

2010)  for  direct  GME  payment  purposes; 

If  an  audit  of  a  hospital’s  cost  report  is 
performed  by  May  16,  2011,  and  as  a 
result  of  that  audit,  a  hospital’s  cost 
report  includes  the  additional  didactic 
time,  that  adjustment  will  be  reflected 
in  the  estimate  of  the  FTE  redistribution 
pool.  Because  in  this  final  rule  we -are 
finalizing  our  proposed  policy  to  give 
Medicare  contractors  until  December  31, 
2011,  to  continue  their  audit  work  with 
respect  to  reductions  under  section  5503 
of  the  Affordable  Care  Act,  adjustments 
to  hospitals’  cost  reports  for  didactic 
time  as  a  result  of  audit  work  through 
December  31,  2011,  for  purposes  of 
calculating  any  cap  reductions,  will  be 
retroactive  to  July  1,  2011,  However, 
changes  made  between  May  16,  2011 
and  December  31,  2011  will  not  be 
included  in  the  estimated  pool.  We  note 
that  including  this  didactic  time  prior  to 
determining  whether  a  hospital  should 
receive  a  cap  reduction  is  contingent  on 
Medicare  contractor  workload.  That  is, 
we  must  use  the  most  recent  cost  report 
data  we  have  available  in  order  to  make 
the  determination  of  whether  a 
hospital’s  cap  should  be  reduced  in 
such  a  manner  that  section  5503  can  be 
implemented  by  July  1,  2011. 

In  response  to  the  commenter  who 
requested  clarification  on  whether  time 
PTE  residents  spent  in  nonprovider 
settings,  which  was  disallowed,  would 
be  added  into  a  hospital’s  FTE  count, 
prior  to  determining  whether  the 
hospital  should  receive  a  cap  reduction, 
we  note  that  section  5504  of  the 
Affordable  Care  Act  is  effective 
prospectively  for  cost  reporting  periods 
beginning  on  or  after  July  1,  2010. 
Because  we  are  stating  in  this  final  rule 
that  cost  reports'used  to  determine  a 
hospital’s  reference  resident  level  must 
be  settled  or  submitted  to  the  Medicare 
contractor  by  March  23,  2010,  section 
5504  will  have  no  bearing  on  a 
hospital’s  reference  cost  reporting 
period  because  those  amendments  are 
only  effective  for  cost  reporting  periods 
beginning  on  or  after  July  1,  2010. 

7.  Reference  Cost  Reports  That  Are 
Under  Appeal 

We  understand  that  there  may  be 
instances  where  a  hospital’s  otherwise 
applicable  resident  limit  or  a  hospital’s 
FTE  resident  count  for  a  reference  cost 
reporting  period  might  be  under  appeal. 
When  implementing  section  422  of 
Public  Law  108-173,  we  stated  in  the 
August  11,  2004  Federal  Register  (69  FR- 
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49118)  that  we  believe  that  it  is  in  the 
best  interest  of  the  Medicare  program, 
CMS,  the  contractors,  and  the  hospitals 
to  adopt  an  approach  that  allows  for 
finality  as  early  as  possible  during  the 
process  of  implementing  this  provision. 
We  stated  that  we  believed  Congress 
gave  some  consideration  to  the 
challenges  we  would  encounter  in 
implementing  a  provision  as  complex  as 
section  422  in  such  a  short  timeframe  by 
providing  the  Secretary  with  the 
discretion  to  distinguish  between  the 
FTE  counts  that  are  used  to  estimate  the 
number  of  FTE  resident  slots  that  are 
available  for  redistribution  (that  is,  the 
“redistribution  pool”),  and  the  actual 
number  of  FTE  residents  by  which 
hospitals’  FTE  resident  caps  are 
ultimately  reduped. 

Furthermore,  as  we  stated  in  the 
August  11,  2004  Federal  Register  (69  FR 
49118),  the  fact  that  the  Congress  took 
the  unusual  step  of  including  the 
language  at  section  1886(h)(7)(D)  of  the 
Act  which  provides  that,  “There  shall  be 
no  administrative  or  judicial  review 
*  *  *  with  respect  to  determinations 
made  under  this  paragraph,”  supports 
the  position  advocating  for  finality.  If 
we  had  delayed  determinations 
concerning  hospital-specific  FTE  cap 
determinations  until  all  affected  cost 
reports  are  settled,  audited,  and 
appealed  through  the  various  channels 
normally  available  to  providers,  the 
language,  and  in  particular  the  specified 
timeframe,  imder  section  1886(h)(7)(D) 
of  the  Act  would  have  been  rendered 
meaningless.  Therefore,  despite  the 
complexity  of  section  422  and  the 
potential  for  profound  and  long-term 
GME  payment  ramifications,  we 
believed  that  the  Congress  did  not 
expect  the  implementation  of  section 
422  provision  to  linger  indefinitely. 
Rather,  by  limiting  appeal  rights  and 
requiring  an  effective  date  of  July  1, 

2005  for  reductions  in  FTE  resident  caps 
(which  required  implementation  in  a 
relatively  short  timefi'ame),  the  Congress 
expected  section  1886(h)(7)  of  the  Act, 
as  added  by  section  422  of  Public  Law 
108-173,  to  be  implemented  with 
expediency  and  finality. 

Similarly,  in  implementing  section 
5503  of  the  Affordable  Care  Act,  we  note 
that  determinations  under  section 
1886(h)(8)(A)(i)  of  the  Act  are  required 
to  be  made  by  and  effective  July  1,  2011, 
and,  for  the  same  reasons  cited  when  we 
implemented  section  422,  we  believe 
these  determinations  should  be  final  on, 
or  as  quickly  as  possible  after,  that  date. 
We  note  that  section  5503(a)(3)  of  the 
Affordable  Care  Act  modified  section 
1886(h)(7)(E)  of  the  Act  by  inserting  “or 
paragraph  (8)”  to  specify  that  there  shall 
be  no  administrative  or  judicial  review 


with  respect  to  determinations  made 
under  section  5503  as  well.  Therefore, 
as  was  our  final  policy  when 
implementing  section  422,  in  the 
August  3,  2010  proposed  rule  (75  FR 
46393),  we  proposed  to  not  wait  for  all 
appeals  of  reference  period  cost  reports 
to  be  resolved  before  making  a  final 
determination  as  to  whether  and  by  how 
much  a  hospital’s  FTE  resident  cap  will 
be  reduced.  However,  we  indicated  that 
we  did  perceive  the  need  in  certain 
instances  to  continue  audit  work  for  a 
limited  time  period  past-July  1,  2011,  to 
promote  the  accuracy  of  FTE  resident 
cap  reduction  determinations.  As  under 
section  422,  we  proposed  to  adopt  a 
policy  that  would  require  the  Medicare 
contractors  to  use  the  latest  available 
cost  report  or  audit  data  at  the  time  they 
make  their  hospital-specific 
determinations.  We  proposed  that  if,  as 
of  the  time  the  Medicare  contractor 
makes  the  determination  as  to  whether 
and  by  how  much  a  hospital’s  FTE 
resident  cap  should  be  reduced,  there  is 
a  pending  appeal  of  the  hospital’s 
otherwise  applicable  resident  limit  for 
the  reference  cost  reporting  period  (that 
is,  a  final  decision  has  not  been' 
rendered),  the  Medicare  contractor 
would  not  wait  until  a  decision  is 
rendered,  but  would  use  the  FTE 
resident  cap  firom  the  initially  settled  (as 
indicated  in  the  Notice  of  Program 
Reimbursement  (NPR))  reference  period 
cost  report.  However,  we  proposed  that 
if  the  appeal  regarding  the  otherwise 
applicable  resident  limit  has  been 
resolved  as  of  the  time  that  the  Medicare 
contractor  makes  the  determination  as 
to  whether  and  by  how  much  a 
hospital’s  FTE  resident  cap  should  be 
reduced,  the  Medicare  contractor  would 
use  the  FTE  resident  level  as  established 
through  the  appeal.  We  proposed  that  if 
a  reference  period  cost  report  has  been 
submitted  but  not  settled  at  the  time  the 
Medicare  contractor  is  making  the 
determination  as  to  whether  and  by  how 
much  a  hospital’s  FTE  resident  cap 
should  be  reduced,  the  reference 
resident  level  is  subject  to  audit  by  the 
Medicare  contractor.  The  final 
determination  regarding  any  possible 
reduction  to  the  hospitd’s  FTE  resident 
cap  is  not  subject  to  appeal.  We 
indicated  that  although  we  would  make 
every  effort  to  provide  contractors  with 
the  resources  they  need  to  complete  the 
audits  in  time  to  notify  each  hospital  by 
July  1,  2011,  of  their  FTE  cap 
determinations  under  section 
1886(h)(8)(A)  of  the  Act,  there  may  be 
instances  where  the  audits  of  the 
reference  resident  levels  may  not  be 
completed  by  July  1,  2011.  We  stated 
that  we  anticipate  that,  within  the  scope 


of  their  normal  audit  work,  the 
Medicare  contractors  will  complete  as 
many  of  these  audits  as  possible,  and 
some  of  the  audits  may  not  be 
completed  until  December  31,  2011.  In 
the  August  3,  2010  proposed  rule  (75  FR 
46394),  we  proposed  that,  in  accordance 
with  section  1886(h)(8)(A)  of  the  Act,  all 
cap  determinations  made  after  July  1, 
2011  and  through  December  31,  2011, 
would  be  effective  retroactively  to  July 
1,  2011. 

Comment:  One  commenter  disagreed 
with  the  proposal  to  not  correct  a 
hospital’s  FTE  count  due  to  the 
resolution  of  a  hospital’s  appeal,  unless 
the  appeal  is  resolved  prior  to  July  1, 
2011.  The  commenter  stated  that  “*  *  * 
Congress’  determination  to  preclude 
judicial  and  administrative  review  does 
not  give  license  to  CMS  to  lock  in 
erroneous  FTE  counts.”  The  commenter 
stated  that  this  same  policy  negatively 
impacted  its  hospitals  under  section  422 
and  will  likely  have  a  significant  future 
impact.  The  commenter  indicated  that, 
under  section  422,  its  “reference  period” 
for  calculating  the  section  422  cap  was 
FY  1997.  The  commenter  indicated  that 
it  had  appealed  its  FY  1997  IME  count 
as  inappropriately  excluding  certain 
residents  training  in  its  psychiatric 
residency  program.  The  commenter 
stated  thati  in  June  2006,  it  entered  into 
an  administrative  resolution  with  its 
Medicare  contractor  to  include  these 
psychiatric  FTEs  in  its  IME  count. 
However,  the  commenter  added,  the  cap 
was  not  adjusted  and  the  IME  cap 
remains  permanently  understated.  The 
commenter  stated  that,  as  a  result  of  the 
IME  cap  being  understated,  the  hospital 
must  either  operate  its  residency 
program  at  the  inappropriately  reduced 
cap,  or  operate  its  residency  program 
above  its  cap  without  appropriate  IME 
reimbursement.  The  commenter  stated 
that  it  may  continue  to  appeal  its  FTE 
resident  counts  for  ipore  recent  fiscal 
years  and  those  years  may  include  the 
year  that  is  the  new  reference  cost 
reporting  period  for  purposes  of  section 
5503  of  the  Affordable  Care  Act.  The 
commenter  stated  that  not  correcting 
FTE  resident  caps  for  purposes  of 
section  5503  would  have  the  same  result 
as  under  section  422.  The  commenter 
believed  an  erroneous  cap  could 
compound  problems  because  the  FTE 
resident  caps  could  be  even  further 
reduced  leading  to  losses  in  IME 
payments  and  could  restrict  a  hospital’s 
ability  to  operate  its  program  at  or  near 
the  appropriate  cap  levels.  The 
commenter  suggested  a  preferred 
approach  that  CMS  provide  for  finality 
as  late  in  the  process  as  possible  and 
that,  at  a  minimum,  CMS  instruct  its 
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Medicare  contractors  to  resolve  relevant 
cost  report  appeals  and/or  reopening 
requests  as  quickly  as  possible  before 
the  2011  deadline. 

Another  commenter  stated  that  CMS 
In  the  proposed  rule  did  not  define 
“audit.”  The  commenter  believed  that 
the  estimate  of  unused  FTE  cap  slots 
should  be  derived  ft’om  cost  reports  that 
are  filed,  amended  filed,  or  settled.  The 
commenter  stated  “[i]t  is  unclear  why 
CMS  chose  May  1,  2011,  when  all  of  the 
cost  reports  that  will  be  used  to  estimate 
the  unused  FTE  caps  have  already  been 
submitted  or  settled.”  The  commenter 
suggested  that  the  “measurement  date” 
be  changed  to  December  31,  2010, 
which  is  prior  to  the  “match”  date  so 
that  hospitals  will  he  able  to  adjust  the 
number  of  residents  it  is  training  for  the 
July  1,  2011-June  30,  2012  academic 
year  and  so  that  Medicare  contractors 
will  have  sufficient  time  to  resolve  any 
differences  in  the  calculatioruof  unused 
caps.  The  commenter  stated  that, 
although  finality  is  important,  the 
proposal  to  retroactively  adjust  a 
hospital’s  FTE  cap  as  a  result  of  audit 
work  completed  by  December  31,  2011, 
is  not  consistent  with  CMS’  desire  for 
finality.  The  commenter  recommended 
that  the  data  used  to  estimate  the  FTE 
cap  pools  be  final  with  no  additional 
adjustments.  The  commenter  stated 
“[tjhis  will  ensure  that  the  aggregate 
1996  FTE  cap  pool  is  not  affected  hy 
implementation  of  section  5503.” 

Another  commenter  stated  that,  in 
prior  final  rules,  CMS  fjas  permitted 
determinations  to  be  subject  to  audits, 
reopenings,  and  appeals  within  the 
appropriate  guidelines.  The  commenter 
recommended  that  this  final  rule  be 
treated  in  the  same  manner. 

Response:  We  believe  that  we  need  to 
consider  the  need  for  accuracy  and  for 
finality  in  determining  any  reductions 
to  a  hospital’s  cap  under  section  5503  of 
the  Affordable  Care  Act.  Therefore,  as 
we  stated  in  the  proposed  rule,  we  will 
make  every  effort  to  provide  Medicare 
contractors  with  the  resources  they  need 
to  complete  as  many  audits  as  possible 
in  time  to  notify  each  hospital  hyjuly 
1,  2011,  of  their  FTE  cap 
determinations.  However,  in  the 
instances  where  audits  of  the  reference 
resident  levels  may  not  be  completed  by 
July  1,  2011,  as  we  stated  in  the 


proposed  rule,  we  anticipate  that  within 
the  scope  of  their  normal  audit  work, 
the  Medicare  contractors  will  complete 
as  many  of  these  audits  as  possible,  and 
some  of  the  audits  may  not  be 
completed  until  December  31,  2011.  We 
believe  it  would  be  disruptive  to  the 
Medicare  contractors  and  to  the 
implementation  of  section  5503  of  the 
Affordable  Care  Act  if  we  extended  the 
deadline  to  continue  audit  work  past 
December  31,  2011. 

In  regards  to  the  commenter  who 
suggested  that  we  move  the 
“measurement”  date  from  May  1,  2011 
to  December  31,  2010,  as  noted 
elsewhere  in  this  preamble,  in  this  final 
rule,  we  are  changing  the  date  by  which 
Medicare  contractors  need  to  estimate  a 
pool  of  reduced  cap  slots  for  purposes 
of  redistributing  the  slots  under  section 
5503  from  May  1,  2011,  to  May  16, 

2011.  We  are  not  able  to  change  this 
date  to  December  31,  2010,  because  this 
final  rule  is  not  effectivp  until  January 
1,  2011.  Furthermore,  only  giving 
Medicare  contractors  until  December  31, 
2010,  will  not  give  them  sufficient  time 
to  review  submitted  cost  reports. 

In  response  to  the  commenter  who 
stated  that  CMS  did  not  define  “audit” 
work,  as  noted  above,  we  stated  in  the 
proposed  rule  that  determinations 
related  to  hospitals’  cap  reductions 
under  section  1886(h)(8)(AJ  of  the  Act 
would  be  completed  in  the  course  of  the 
CMS’  contractors  normal  audit  work 
(that  is,  the  normal  process  the 
Medicare  contractors  utilize  to  review 
hospital  cost  reports  for  accuracy.) 

•  In  response  to  the  commenter  who 
believed  that  determinations  made 
under  section  5503  of  the  Affordable 
Care  Act  should  be  subject  to  audits, 
reopening,  and  appeals  within  the 
appropriate  guidelines,  the  statutory 
language  for  implementing  section  5503 
specifically  precludes  us  from 
permitting  administrative  and  judicial 
review  of  the  determinations  made 
under  this  provision. 

After  consideration  of  the  comments 
we  received  on  this  section,  we  are 
finalizing- our  policies  as  proposed.  That 
is,  we  are  finalizing  our  proposed  policy 
to  not  wait  for  appeals  of  reference 
period  cost  reports  to  he  resolved  before 
making  a  final  determination  as  to 
whether  and  by  how  much  a  hospital’s 


FTE  resident  cap  will  be  reduced.  In 
addition,  we  are  finalizing  our  proposed 
policy  that  all  cap  determinations  made 
after  July  1,  2011,  and  through 
December  31,  2011,  would  be  effective 
retroactively  to  July  1,  2011. 

8.  Determining  the  Reduction  to  a 
Hospital’s  FTE  Resident  Cap 

a.  Reference  Resident  Level — General 

In  order  to  determine  if  a  hospital’s 
reference  resident  level  is  less  than  the 
hospital’s  otherwise  applicable  FTE 
resident  cap,  section  1886(h)(8)(H)  of 
the  Act,  as  added  by  section  5503  of  the 
Affordable  Care  Act,  directs  the 
Secretary  to  use  one  of  three  reference 
cost  reporting  periods.  Section 
1886(h)(8)(H)  of  the  Act  directs  the 
Secretary  to  use  any  of  a  hospital’s  three 
most  recent  cost  reporting  periods 
ending  before  the  date  of  enactment, 
which  is  March  23,  2010,  with  the 
highest  resident  level  “for  which  a  cost 
report  has  been  settled  (or,  if  not, 
submitted  (subject  to  audit)),  as 
determined  by  the  Secretary,”  as  the 
reference  period.  Generally,  if  the 
hospital’s  resident  level  for  either  direct 
GME  or  IME  is  less  than  the  hospital’s 
otherwise  applicable  resident  limit  for 
direct  GME  or  IME,  respectively,  in  the 
reference  period,  the  hospital’s  FTE 
resident  cap  for  direct  GME  and/or  IME 
will  he  reduced  by  65  percent  of  the 
difference  between  the  resident  level 
and  the  otherwise  applicable  resident 
limit.  We  note  that,  for  purposes  of 
determining  a  reduction  to  a  hospital’s 
direct  GME  cap,  the  unweighted  direct 
GME  cap  will  be  compared  to  the 
unweighted  direct  GME  FTE  resident 
count.  The  following  explanation  is  an 
example  of  how  a  hospital’s  cap(s) 
would  be  reduced  under  section 
1886(h)(8)(A)  of  the  Act.  For  purposes  of 
this  example.  Hospital  A’s  three  most 
recent  cost  reporting  periods  ending 
before  March  23,  2010,  for  which  a  cost 
report  has  been  submitted  to  the 
Medicare  contractor  by  March  23,  2010, 
are  as  follows:  July  1,  2006-June  30, 
2007;  July  1,  2007-June  30,  2008;  and 
July  1,  2008-June  30,  2009.  Hospital  A’s 
FTE  resident  count  and  FTE  resident 
caps  (as  adjusted  for  those  items 
discussed  in  section  XXI.D.3.  of  this 
preamble)  are  as  noted  in  the  table. 


Cost  reporting  period 

IME 

unweighted 
FTE  count 

— 

Direct  GME 
unweighted 
FTE  count 

IME 

FTE 

cap 

Direct 

GME 

cap 

July  1,  2006— June  30,  2007  . . . 

17 

20 

18 

20 

July  1,  2007— June  30,  2008  . . . 

16 

21 

20 

20 

July  1,  2008— June  30,  2009  . . . 

14 

•20 

20 

20 

.i 


] 

i 

I 


( 
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As  noted  earlier  in  this  preamble,  a 
separate  determination  regarding, 
whether  and  by  how  much  to  reduce  a 
hospital’s  cap  will  be  made  for  its  direct 
GME  cap  and  for  its  IME  cap.  In  order 
to  determine  whether  Hospital  A  would 
be  subject  to  a  cap  reduction,  we  must 
first  determine  whether  Hospital  A  was 
training  at  or  above  its  cap  in  all  three 
most  recent  cost  reporting  periods 
ending  before  March  23,  2010,  for  which 
a  cost,  report  has  been  settled  or  has 
been  submitted  to  the  Medicare 
contractor  by  March  23,  2010.  For 
purposes  of  a  reduction  to  Hospital  A’s 
IME  cap,  we  note  from  the  chart  above 
that  in  all  three  cost  reporting  periods. 
Hospital  A  is  training  below  its 
otherwise  applicable  resident  limit  for 
IME.  Therefore,  we  know  that  Hospital 
A  would  be  subject  to  an  IME  cap 
reduction.  In  order  to  determine  which 
cost  reporting  period  should  be  used  as 
the  reference  period  to  determine  the 
FTE  cap  reduction  for  IME,  we  would 
use  the  cost  reporting  period  with  the 
highest  FTE  resident  count  for  IME, 
which  would  be  July  1,  2006-June  30, 
2007.  Therefore,  we  calculate  the 
difference  between  the  otherwise 
applicable  resident  limit  for  IME  for  the 
reference  period  (July  1,  2006-June  30, 
2007)  and  the  reference  resident  level 
for  IME,  and  determine  the  IME  cap 
reduction  based  on  65  percent  of  the 
difference.  For  purposes  of  Hospital  A’s 
IME  cap  reduction,  we  would  determine 
the  difference  between  18  (the  otherwise 
applicable  resident  limit)  and  17  (the 
reference  resident  level)  and  multiply 
that  difference  by  65  percent  [(18-17)  x 
.65]  =  0.65.  Therefore,  the  IME  FTE  cap 
for  Hospital  A  would  be  reduced  by  0.65 
of  an  FTE.  For  purposes  of  a  reduction 
to  Hospital  A’s  direct  GME  cap,  we  note 
from  the  chart  above  that  Hospital  A 
was  training  at  or  above  its  otherwise 
applicable  resident  limits  for  direct 
GME  in  all  three  cost  reporting  periods. 
Because  a  hospital  that  is  training  at  or 
above  its  cap  in  all  three  cost  reporting  ’ 
periods  is  exempt  from  a  cap  reduction, 
we  would  conclude  that  Hospital  A’s 
direct  GME  cap  would  not  be  reduced 
for  direct  GME  payment  purposes.  We 
note  that,  in  the  August  3,  2010 
proposed  rule  (75  FR  46394),  we 
proposed  that  if  a  hospital  has  the  same 
resident  level  for  two  or  more  cost 
reporting  periods  and  that  resident  level 
is  the  “highest”  resident  level,  we  would 
use  the  cost  reporting  period  of  those 
“highest”  cost  reporting  periods  in 
which  there  is  the  least  amount  of 
difference  between  (he  resident  level 
and  the  otherwise  applicable  resident 
limit  to  determine  a  cap  reduction. 


Comment:  Many  commenters 
disagreed  with  CMS’  proposal  that  if  a 
hospital’s  reference  resident  level  is 
below  its  otherwise  applicable  resident 
limit  during  the  hospital’s  reference  cost 
reporting  period,  the  hospital  would 
receive  a  cap  reduction  even  though  that 
hospital  might  be  training  at  or  above  its 
cap  in  one  or  both  of  the  other  two  cost 
reporting  periods.  The  commenters 
stated  that  a  hospital  should  only 
receive  a  cap  reduction  if  it  is  training 
below  its  FTE  resident  cap  in  all  three 
of  its  three  most  recent  cost  reporting 
periods  ending  before  March  23,  2010. 
One  commenter  disagreed  with  the 
suggestion  by  another  commenter  to 
exempt  from  a  cap  reduction  any 
hospital  that  is  training  over  its  cap  in 
any  one  cost  reporting  period  out  of  the 
three  most  cost  recent  cost  reporting 
periods  ending  before  March  23,  2010. 
The  commenter  recommended  that  CMS 
finalize  its  proposal  to  only  exempt 
hospitals  that  are  training  over  their  cap 
in  all  three  cost  reporting  years. 

Commenters  stated  it  is  possible  that 
a  hospital  that  is  training  at  or  above  its 
FTE  resident  caps  in  1  or  2  years  of  the 
hospital’s  three  most  recent  cost 
reporting  periods  ending  before  March 
23,  2010,  which  the  commenters 
referred  to  as  the  3-year  look-back 
period,  may  lose  cap  slots  because  if  the 
hospital  is  participating  in  a  Medicare 
GME  affiliated  group,  its  cap  may. 
change  from  year  to  year  and  the  year 
with  the  highest  FTE  resident  count 
may  not  be  the  year  with  the  least 
amount  of  difference  between  the  FTE 
resident  cap  and  the  FTE  resident  count. 
The  conimenters  believed  that  Congress’ 
intent  was  only  to  redistribute  “unused” 
cap  slots  and  therefore,  if  a  hospital  was 
training  at  its  cap  or  exceeded  its  cap  in 
any  cost  reporting  period  included  in 
the  3-year  look-back  period,  it  is  clearly 
using  its  cap  slots  and  should  not 
receive  a  cap  reduction.  The 
commenters  noted  that  they  understood 
that  CMS  may  have  been  obligated  to 
interpret  the  term  “reference  resident 
level”  as  referring  to  the  cost  reporting 
period  with  the  highest  FTE  resident 
count  because  of  the  statute’s  use  of  the 
phrase  “the  highest  resident  level.” 
However,  the  commenters  believed  that 
Congress’  instruction  was  that  the 
“reference  resident  level”  is  to  be 
“determined  by  the  Secretary”  and, 
therefore,  CMS  has  the  authority  to 
finalize  a  policy  that  exempts  a  hospital 
tliat  is  training  at  or  above  its  cap  at 
some  point  during  the  3-year  look-back 
period,  from  a,  cap  reduction.  The 
commenters  requested  that  CMS  amend 
the  regulations  at  proposed 
§413.79(m)(4)  to  exempt,  from  a  cap 


reduction,  a  hospital  that  is  training  at 
or  above  its  otherwise  applicable 
resident  limit  “for  any  of  the  three  most 
recent  cost  reporting  periods  ending 
prior  to  March  23,  2010.”  The 
commenters  stated  that  this  suggested 
regulatory  change  would  prevent 
“perverse  consequences”  for  hospitals 
that  participate  in  Medicare  GME 
affiliated  groups,  which  cause  their 
adjusted  FTE  resident  caps  to  change 
from  year  to  year.  The  commenters  gave 
the  example  of  a  hospital  that  could  be 
training  under  its  cap  in  2007,  but  is 
training  over  its  cap  in  2008  and  2009; 
however,  2007  is  the  year  with  the 
highest  resident  count  and,  therefore, 
even  though  the  hospital  is  training 
above  its  cap  in  2008  and  2009,  it  would 
receive  a  cap  reduction  based  on  65 
percent  of  the  unused  cap  slots  based  on 
data  from  the  2007  cost  report. 

One  commenter  stated  the  definition 
of  “reference  resident  level”  in  the 
Affordable  Care  Act  indicates  that  the 
.“reference  resident  level”  is  comprised 
of  only  one  year,  the  one  cost  reporting 
period  out  of  the  three  most  recent  cost 
reporting  periods  with  the  highest 
resident  level.  The  commenter  believed 
that  because  a  hospital’s  cap  will  not  be 
reduced  if  its  “otherwise  applicable 
resident  limit”  exceeds  its  reference 
resident  level,”  as  long  as  the  FTE 
resident  count  in  any  one  of  the  three 
cost  reporting  periods  exceeds  the 
“otherwise  applicable  resident  limit,”  it 
does  not  matter  if  the  hospital  is 
training  below  its  cap  in  the  two 
remaining  cost  reporting  periods;  the 
hospital  will  not  receive  a  cap 
reduction.  The  commenter  stated  that 
this  logic  is  not  included  in  the 
preamble  discussion,  but,  rather,  when 
referring  to  a  cost  reporting  period  in 
which  a  hospital  is  training  over  its  cap, 
the  word  “any”  is  replaced  by  the  word 
“all.”  The  commenter  stated  “[wjhile  the 
actual  proposed  definition  included  in 
the  new  regulation  42  CFR 
413.79(c)(l)(ii)(A)  includes  the  correct 
wording  of  ‘any’,  the  subsequent 
discussion  regarding  the 
implementation  of  this  regulation  is  not 
consistent  with  the  plain  reading  of  the 
definition.  The  inclusion  of  the  word 
‘all’  in  the  discussion  suggests  that  the 
‘reference  resident  level’  does  not  refer 
to  a  single  year  but  to  all  of  the  three 
most  recent  years.  This  implies  that  if 
one  of  the  resident  levels  falls  below  the 
‘otherwise  applicable  resident  limit,’ 
then  a  hospital  will  have  its  cap 
reduced,  even  if  the  remaining  two 
years  of  its  three  year  reference  period 
are  above  the  ‘otherwise  applicable 
reference  level.’”  The  commenter  stated 
that,  historically,  the  Provider 
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Reimbursement  Manual  has  been  used 
by  Medicare  to  provide  guidance  to 
auditors.  However,  recently,  the 
commenter  added,  it  appears  that 
preamble  discussion  has  been 
substituted  as  guidance  for  auditors. 

The  commenter  stated  that  including 
the  word  “all”  in  the  preamble 
discussion  is  confusing  and  may  put 
auditors  in  a  position  where  they  cannot 
correctly  implement  regulation  and  the 
law.  The  commenter  stated  that  if  a 
hospital’s  reference  resident  level  is 
greater  than  its  otherwise  applicable 
resident  limit,  but  its  FTE  count  is  less 
than  its  otherwise  applicable  resident 
limit  in  one  or  both  of  the  two 
remaining  cost  reporting  periods,  the 
auditors  may  perceive  that  based  on  the 
preamble  discussion  that  FTE  resident 
counts  in  all  three  of  the  cost  reporting 
periods  must  be  above  the  otherwise 
applicable  resident  limit  in  order  for  the 
hospital  to  be  exempt  from  a  cap 
reduction  and  inappropriately  reduce 
the  hospital’s  FTE  resident  count.  The 
commenter  noted  that  because  hospitals 
do  not  have  appeal  mechanisms 
available  to  them  related  to  the  cap 
reductions  and  because  there  is 
contradictory  guidance  included  in  the 
preamble  of  the  proposed  rule,  hospitals 
may  have  their  caps  inappropriately 
reduced.  The  commenter  suggested  that 
this  issue  be  clarified  in  the  final  rule 
so  that  audits  that  implement  the  cap 
reductions  can  be  performed  correctly 
and  consistently. 

Another  commenter  stated  “CMS 
proposes  that  if  a  hospital  trains  at  or 
above  its  otherwise  applicable  resident 
level  in  all  of  its  three  most  recent  cost¬ 
reporting  periods  ending  before  March 
23,  2010,  the  hospital  would  be  exempt 
from  a  cap  reduction.”  The  commenter 
stated  that  this  provision  is  unclear  and 
asked  whether  CMS  is  referring  to 
hospitals  that  are  trailing  FTE  residents 
at  levels  above  their  FTE  caps. 

Response:  We  stated  in  the  proposed 
rule  that  section  1886(h)(8)(H)(i)  of  the 
Act  directs  the  Secretary  tOAise  as  the' 
reference  cost  report,  the  one  cost  report 
out  of  the  hospital’s  three  most  recent 
cost  reporting  periods  ending  before 
March  23,  2010,  with  the  highest 
unweighted  resident  count  “for  which  a 
cost  report  has  been  settled  (or,  if  not. 
submitted  (subject  to  audit),  as 
determined  by  the  Secretary.”  Generally, 
if  the  hospital’s  reference  resident  level 
for  either  direct  GME  or  IME  is  less  than 
the  hospital’s  otherwise  applicable 
resident  limit  for  direct  GME  or  IME, 
respectively,  in  the  reference  period,  the 
hospital’s  FTE  resident  cap  for  direct 
GME  or  IME  will  be  reduced  by  65 
percent  of  the  difference  between  the 
reference  resident  level  and  the 


otherwise  applicable  resident  limit.  We 
understand  the  commenters’  concerns 
that  if  a  hospital  is  participating  in  a 
Medicare  GME  affiliated  group,  even 
though  that  hospital  may  be  training 
below  its  cap,  the  Medicare  GME 
affiliated  group  as  whole  is  training 
above  its  aggregated  cap  and.  therefore, 
the  individual  hospital  should  not  have 
its  cap  reduced  for  training  residents 
below  its  otherwise  applicable  limit. 
However,  as  discussed  further  below', 
section  1886(h)(8)(A)  of  the  Act  does  not 
provide  for  treatment  of  GME  affiliated 
groups  as  whole.  In  contrast,  section  422  - 
of  the  MMA  included  specific  language 
at  section  1886(h)(7)(A)(iii)  of  the  Act 
that  specifically  directed  the  Secretary 
to  apply  the  provisions  for  determining 
programs  subject  to  reductions  under 
section  422  to  hospitals  that  are 
members  of  the  same  affiliated  group. 
Section  5503  does  not  include  similar 
language.  In  addition,  we  note  that  the 
definition  of  “reference  resident  level”  at 
section  1886(h)(8)(H)(i)  of  the  Act  states 
“*  *  *  with  respect  to  o  hospital,  the 
highest  resident  level  for  any  of  the 
three  most  recent  cost  reporting  periods 
(ending  before  the  date  of  enactment  of 
this  p'&ragraph)  of  the  hospital  for  which 
a  cost  report  has  been  settled  (or,  if  not, 
submitted  (subject  to  audit)),  as 
determined  by  the  Secretary”  (emphasis 
added).  Therefore,  if  a  hospital  has  a 
reference  resident  level  below  its 
otherwise  applicable  resident  limit 
during  its  reference  cost  reporting 
period,  then  that  hospital  will  receive  a 
cap  reduction,  even  if  the  affiliated 
group  as  a  group  is  not  training  at  a 
level  below  its  aggregate  otherwise 
applicable  resident  limit.  In  addition, 
the  statute  requires  the  Secretary  to  take 
“the  highest  resident  level”  (emphasis 
added)  from  the  applicable  reference 
period,  and  compare  that  level  to  the 
hospital’s  otherwise  applicable  resident 
limit.  The  statute  does  not  include 
language  that  expressly  states  that  if  a 
hospital  is  training  below'  its  otherwise 
applicable  resident  limit  during  its 
reference  cost  reporting  period,  the 
Secretary  shall  look  to  the  two  other 
cost  reporting  periods  to  determine 
whether  the  hospital  is  training  at  or  . 
above  its  cap  in  either  of  those  two  other 
cost  reporting  periods.  We  believe  that 
if  Gongress  had  intended  a  hospital  to 
be  exempt  from  a  cap  reduction  if  it  is 
training  at  or  above  its  cap  in  any  of  its 
three  most  recent  cost  reporting  periods, 
it  would  have  included  specific 
statutory  language  instructing  the 
Secretary  that  once  the  determination  is 
made  as  to  which  cost  reporting  period 
is  the  cost  reporting  period  with  the 
highest  FTE  resident  count,  a 


determination  mu.st  also  be  made  as  to 
whether  the  hospital  is  training  at  or 
above  its  cap  in  any  of  its  three  most 
recent  cost  reporting  periods. 

We  believe  there  may  be  confusion  as 
to  the  use  of  the  terms  “otherwise 
applicable  resident  limit”  and  “reference 
resident  level.”  We  are  clarifying  that 
“otherwise  applicable  resident  limit” 
generally  refers  to  a  hospital’s  1996  FTE 
cap  adjusted  for  the  scenarios  described 
earlier  in  this  preamble  (including  a 
hospital’s  participation  in  Medicare 
GME  affiliated  group)  and  for  any  cap 
reductions  made  under  section  422  of 
Public  Law  108-173  in  a  specific  cost 
reporting  period.  The  reference  resident 
level  refers  to  a  hospital’s  highest 
resident  level  (the  highest  FTE  resident 
count)  for  any  of  the  three  most  recent 
cost  reporting  periods  ending  before 
March  23,  2010,  for  which  a  cost  report 
has  been  settled,  or  if  not,  submitted 
(subject  to  audit),  as  determined  by  the 
Secretary.  We  disagree  with  the 
commenter  who  stated  that  the 
proposed  definition  of  “reference 
resident  level”  for  purposes  of  section 
5503  of  the  Affordable  Gare  Act 
includes  the  correct  wmrd  “any,”  and 
therefore  the  preamble  discussion  is  not 
consi.stent  with  the  definition.  The 
commenter  is  referring  to  the  proposed 
definition  of  reference  resident  level  at 
§  413.79(c)(l)(ii)(B),  which  stated  “[f]or 
purpose  of  paragraph  (m)  of  this  section, 
reference  resident  level  means  with 
respect  to  a  hospital,  the  highest 
resident  level  for  any  of  the  three  most 
recent  cost  reporting  periods  ending 
before  March  23,  2010,  for  which  a  co.st 
report  has  been  either  settled  or 
submitted  (subject  to  audit).”  We  do  not 
believe  this  definition  is  inconsistent 
w'ith  our  preamble  discussion  regarding 
cap  reductions  under  section 
1886(h)(8)(A)  of  the  Act.  The  proposed 
definition  at  §413.79(c)(l)(ii)(B) 
includes  the  same  use  of  the  wmrd  “any,” 
as  the  definition  of  reference  resident 
level  at  section  1886(h)(8)(H)(i)  of  the 
Act,  which  states  “  *  *  *  with  respect 
to  a  hospital,  the  highest  resident  level 
for  any  of  the  3  most  recent  cost 
reporting  period  *  *  *”  The  use  of  the 
word  “any”  is  referring  to  the  in.struction 
that  the  Secretary  is  to  use  the  one  cost 
reporting  period  with  the  highest 
resident  level  (highest  FTE  resident 
count)  from  any  of  the  hospital’s  three 
most  recent  cost  reporting  periods 
ending  before  March  23,  2010  which 
have  been  settled  or  if  not,  submitted, 
subject  to  audit.  Tbe  use  of  the  word 
“any”  in  the  proposed  definition  at 
§413.79(c)(l)(ii)(B)  does  not  infer  that  if 
a  hospital  is  training  FTE  residents  at  of 
above  its  FTE  resident  cap  in  any  of  the 
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three  most  recent  cost  reporting  periods, 
that  it  would  be  exempt  from  a  cap 
reduction.  Rather,  we  specifically 
included  in  the  proposed  regulation  text 
at  §413.79(m)(4)  the  following:  “[a] 
hospital  training  at  or  above  its 
otherwise  applicable  FTE  resident  cap 
as  determined  under  paragraph  (c)(2)  of 
this  section  for  all  three  most  recent  cost 
reporting  periods  ending  prior  to  March 
23,  2010  (as  described  under  section  (iv) 
of  this  paragraph),  is  exempt  from  any 
reduction  to  its  otherwise  applicable 
FTE  resident  cap  under  paragraph  (m)  of 
this  section.”  Therefore,  if  a  hospital  is 
training  at  or  above  its  caps  in  each  (that 
is,  all)  of  its  three  most  recent  cost 
reporting  periods  used  to  determine  the 
hospital’s  reference.resident  level,  it 
would  be  exempt  from  a  cap  reduction. 

In  response  to  the  commenter’s 
concern  that  previously  the  Provider 
Reimbursement  Manual  provided 
guidance  for  auditors  and  that,  in  recent 
yeairs.  Medicare  has  substituted 
instructions  in  the  Provider 
Reimbursement  Manual  with  preamble 
language,  we  intend  to  issue  additional 
instructions  to  Medicare  contractors  that 
will  provide  further  instructions 
regarding  the  implementation  of  section 
1886(h)(8)  of  the  Act.  Additionally,  we 
encourage  Medicare  contractors  to 
contact  us  if  they  have  questions 
regarding  the  situation  of  a  specific 
hospital. 

Comment:  One  commenter  stated  that, 
as  is  probably  true  for  other  academic 
medical  centers,  it  has  experienced  a 
number  of  changes  over  time  concerning 
the  GME  programs  it  sponsors.  For  the 
commenter,  these  changes  have  resulted 
in  a  reduction  in  the  number  of  FTE 
residents  it  is  training  from  its  1996  base 
year.  The  commenter  stated  that  its 
affiliations  with  other  institutions  also 
have  changed;  specifically,  it  had 
previously  affiliated  with  an  institution 
in  Maryland  but  is  currently  in  its  third 
year  of  participating  in  a  Medicare  GME 
affiliation  agreement  with  an  institution 
in  Virginia.  The  commenter  stated  that, 
because  of  this  history,  it  is  concerned 
with  the  way  that  CMS  is  proposing  to 
implement  section  5503  of  the 
Affordable  Care  Act  and  that  the 
proposed  calculation  of  the  otherwise 
applicable  resident  limit  may  result  in 
an  unnecessary  reduction  to  its  FTE  cap. 
The  commenter  believed  that  the  three 
cost  reporting  periods  used  to  determine 
its  reference  cost  reporting  periods 
would  be  FYEs  June  30,  2007,  June  30, 
2008,  and  June  30,  2009;  however,  its 
Medicare  GME  affiliation  agreement  has 
only  been  in  place  for  the  July  1,  2008- 
June  30,  2009  cost  reporting  period.  The 
commenter  believed  that  this  period  is 
its  period  with  the  highest  FTE  resident 


count.  However,  the  commenter 
indicated  that  it  realizes  that,  through 
the  unpredictable  audit  process,  the 
June  30,  2007  FYE  or  June  30,  2008  FYE 
could  become  the  reference  cost 
reporting  period.  Therefore,  the 
commenter  believed  it  is  possible  that 
the  hospital’s  reference  cost  reporting 
period  could  be  a  cost  reporting  period 
in  which  it  was  participating  in  a 
Medicare  GME  affiliated  group  under 
which  the  cap  reduction  would  be 
higher  than  if  it  was  based  on  a  cost 
reporting  period  where  there  was  the 
smallest  difference  between  the  cap  and 
the  count.  The  commenter  stated 
“[ajlthough  CMS  has  proposed  that  there 
be  a  ‘matching’  of  the  year  used  to 
determine  both  the  reference  resident 
level  and  the  otherwise  applicable 
resident  limit,  governing  legal  authority 
does  not  compel  such  a  policy.”  The 
commenter  stated  that,  in  the  proposed 
rule,  CMS  inferred  that  the  data  used  to 
determine  the  reference  resident  level 
and  the  otherwise  applicable  resident 
limit  are  to  come  from  the  same  cost 
reporting  period.  The' commenter 
believed  that  if  a  hospital  entered  into 
a  Medicare  GME  affiliation  agreement  in 
the  cost  reporting  period  with  the  » 
highest  FTE  resident  count,  the 
hospital’s  adjusted  cap  would  be  used  to 
determine  a  cap  reduction  but  if  the 
hospital  did  not  participate  in  a 
Medicare  GME  affiliated  group  during 
that  year,  its  unadjusted  cap  would  be 
used  to  determine  the  cap  reduction. 

The  commenter  stated  that  if  the 
hospital  is  not  participating  in  a 
Medicare  GME  affiliated  group,  its 
unadjusted  cap  would  be  used  even  if 
the  hospital  participated  in  a  Medicare 
GME  affiliated  group  in  one  of  the  other 
two  cost  reporting  periods,  which 
resulted  in  a  smaller  difference  between 
the  cap  and  the  count.  The  commenter 
stated  CMS  did  not  include  the  rationale 
for  such  a  policy  in  the  proposed  rule. 
The  commenter  presented  several 
options  for  CMS  to  consider  regarding 
how  to  calculate  cap  reductions  under 
section  5503. 

The  commenter  stated  that  one 
alternative  would  be  to  determine 
whether  a  hospital  should  receive  a  cap 
reduction  using  the  year  in  which  there 
is  the  least  amount  of  difference 
between  the  cap  and  the  count.  The 
commenter  stated  that  although  the 
statute  defines  the  “reference  resident 
level”  as  “the  highest  resident  level  for 
any  of  the  3  most  recent  cost  reporting 
periods,”  “the  literal  wording  of  the 
statute  is  at  odds  with  its  n^anifest 
intent.”  The  commenter  stated  that 
Congress’  goal  in  using  the  highest  FTE 
resident  count  included  in  the  three 


most  recent  cost  reporting  periods 
ending  before  March  23,  2010,  is  to 
make  sure  hospitals  receive  the 
minimum  cap  reduction  reasonable 
based  on  recent  data.  The  commenter 
asserted  that  because  the  literal  reading 
of  the  statute  is  at  odds  with  its 
“manifest  intent,”  CMS  is  permitted  and 
expected  to  interpret  the  statute  in  a 
manner  that  more  closely  reflects  its 
purpose.  The  commenter  referenced  the 
court  case  in  American  Water  Works 
Association  v.  Environmental  Protection 
Agency  {40  F.3d  1266,  1271  (D.C.  Cir. 
1994).  The  commenter  described  this 
case  as  “deferring  to  the  agency,  which 
prioritized  a  statute’s  overarching  intent 
over  its  literal  wording,  where  that 
wording  would  have  led  to  ‘absurd 
results.’” 

The  commenter  offered  a  second 
option  under  which  CMS  could  finalize 
a  policy  in  which  the  otherwise 
applicable  resident  limit  would  be 
determined  to  be  the  lowest  FTE  cap 
from  any  of  the  three  most  recent  cost 
reporting  periods  ending  prior  to  March 
23,  2010.  The  commenter  stated  that 
Congress  was  .silent  on  which  year 
should  be  used  to  determine  the 
otherwise  applicable  resident  limit; 
therefore,  CMS  has  the  discretion  to 
decide  which  year  to  use  for  this  limit. 
The  commenter  stated  “CMS  can, 
however,  glean  congressional  intent 
from  the  definition  of  reference  resident 
level,  which  relies  on  a  3-year  look-back 
to  properly  protect  hospitals  from 
excessive  F'TE  cap  reductions.  Using  the 
lowest  FTE  cap  of  the  prior  three  years 
would  therefore  appropriately  mirror 
the  reference  resident  level  provisions.” 

The  commenter  gave  a  third  option 
under  which  CMS  could  use  the  FTE 
cap  that  a  hospital  had  on  the  date  of 
enactment  to  determine  w^hether  a 
hospital  should  receive  a  cap  reduction. 
In  describing  this  option,  the 
commenter  referred  to  the  court  case  in 
Johnson  v.  United  States  (529  U.S.  694, 
702  (2000)).  In  reference  to  this  case,  the 
commenter  stated  “finding  that  the 
effective  date  for  a  statute,  where 
Congress  gives  no  clear  direction,  is  the 
date  of  enactment.”  The  commenter 
stated  that,  under  this  option,  if  a 
hospital  was  participating  in  a  Medicare 
.GME  affiliation  agreement  on  March  23, 
2010,  CMS  could  use  the  cap  as 
adjusted  per  that  affiliation  agreement 
for  purposes  of  determining  whether  a 
hospital  should  receive  a  cap  reduction. 
The  commenter  indicated  that,  under 
this  proposal,  any  amendments  made  to 
the  Medicare  GME  affiliation  agreement 
prior  to  July  1,  2010,  could  also  be  taken 
into  account  (because  hospitals  are  able 
to  amend  their  Medicare  GME  affiliation 
agreements  through  June  30  of  the 
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academic  year  for  which  they  are 
effective). 

The  final  option  suggested  hy  the 
commenter  was  to  consider  a  hospital’s 
participation  in  a  Medicare  GME 
affiliated  group  if  it  was  participating  in 
a  Medicare  GME  affiliation  agreement 
either  in  the  year  the  hospital  had  its 
highest  FTE  resident  count  or  the  date 
of  enactment  (March  23,  2010).  The 
commenter  suggested  that  if  a  hospital 
participated  in  a  Medicare  GME 
affiliated  group  in  both  years,  CMS 
could  use  the  lower  of  either  of  the  two 
caps  for  determining  whether  the 
hospital  should  receive  a  cap  reduction. 

Response:  We  do  not  agree  with  the 
commenter’s  statement  that  although 
CMS  proposed  that  the  reference 
resident  level  and  otherwise  applicable 
resident  limit  come  from  the  same  cost 
reporting  period,  that  legal  authority 
does  not  require  such  a  policy.  We  do 
not  understand  how  comparing  the  FTE 
resident  cap  and  FTE  resident  count 
from  two  separate  cost  reporting  periods 
would  provide  for  a  valid  comparison 
because  both  a  hospital’s  FTE  resident 
cap  and  its  FTE  resident  count,  for 
numerous  reasons,  could  change  from 
year  to  year  and  would  not  necessarily 
be  a  measure  of  excess  capacity. 
Therefore,  in  this  final  rule,  we  are 
clarifying  that  the  reference  resident 
level  and  otherwise  applicable  resident 
level  used  to  determine  whether  a 
hospital  has  any  unused  cap,  must  come 
from  the  same  cost  reporting  period.  As 
discussed  later  in  this  preamble,  the 
cost  reporting  period  that  is  used  to 
determine  whether  a  hospital  will 
receive  a  cap  reduction  under  section 
5503  of  the  Affordable  Gare  Act,  must  be 
based  on  a  cost  report  that  is  settled  or 
has  been  submitted  to  the  Medicare 
contractor  by  March  23,  2010.  In 
addition,  the  statute  requires  that  the 
Secretary  take  “the  highest  resident 
level”  from  the  applicable  reference 
period,  and  compare  that  level  to  the 
hospital’s  otherwise  applicable  resident 
limit.  The  statute  does  not  include 
language  that  would  allow  the  Secretary 
to  determine  that  the  reference  cost 
reporting  period  for  hospitals  is  the  cost 
reporting  period  where  there  is  the  least 
amount  of  difference  between  the  FTE 
resident  count  and  the  cap. 

Comment:  One  commenter  stated  that 
Congress’  intent  in  specifying  the  use  of 
the  three  most  recent  cost  reporting 
periods  was  “to  make  it  clear  that  it 
wanted  CMS  to  consider  the  three  most 
recent  completed  cost  report  years  for 
which  data  would  be  available  for  each 
hospital  prior  to  the  enactment  of  the 
ACA.”  The  commenter  stated  that  this 
approach  would  ensure  that  GMS  was 
working  with  the  most  up-to-date  data 


so  that  inappropriate  cap  redistributions 
would  not  be  made  based  on  data  from 
older  cost  reporting  periods.  The 
commenter  stated  there  was  some 
vagueness  in  the  proposed  rule 
regarding  the  application  of  cap 
reductions  to  hospitals  that  have  a  cost 
reporting  period  that  corresponds  to  the 
calendar  year.  Specifically,  the 
commenter  indicated  that  there  is  a 
concern  for  the  January  1,  2009  through 
December  31,  2009  cost  reporting  period 
because  these  providers  would  not  be 
required  to  submit  their  cost  report  to 
their  Medicare  contractor  until  May  31, 
2010. 

Gommenters  requested  that  GMS 
confirm  that  its  contractors  will  be 
directed  to  include  the  cost  reporting 
period  ending  December  31,  2009  in 
their  review  of  the  three  most  recent 
cost  reporting  periods.  One  commenter 
specifically  requested  that  a  hospital 
with  a  fiscal  year  of  January  1- 
December  31  be  able  tp  use  its  December 
31,  2009  FYE  cost  reporting  period  as 
one  of  the  hospital’s  three  most  recent 
cost  reporting  periods  as  long  as  the 
hospital  has  submitted  its  December  31, 
2009  FYE  cost  report  by  the  time  the 
audit  of  the  hospital’s  FTE  count  has 
taken  place.  Another  commenter  stated 
that  the  3-year  look-back  period  used  to 
determine  cap  reductions  may 
disadvantage  those  hospitals  that 
attempted  to  fill  unused  FTE  resident 
slots  after  the  Affordable  Care  Act  was 
enacted.  The  commenter  stated  that, 
while  generally  the  3-year  lock-back 
period  would  be  acceptable,  because  of 
the  timing  of  the  enactment  of  the 
Affordable  Care  Act  in  late  March,  the 
end  of  resident  recruitment  in  June 
2010,  and  the  date  of  issuance  of  the 
proposed  rule,  some  hospitals,  in  an 
effort  to  preserve  their  F'TE  resident 
slots,  may  have  interviewed  and  hired 
additional  residents  for  their  current 
academic  year.  Th#  commenter 
requested  that  CMS  include  as  part  of 
the  3-year  look-back  period,  the  count  of 
residents  included  in, the  current 
academic  year,  that  is  July  1,  2010-June 
30,  2011,  so  that  hospitals  that  acted  as 
quickly  as  possible  to  fill  their  FTE 
slots,  especially  slots  associated  with 
primary  care  programs,  are  not 
penalized  for  their  actions. 

One  commenter  indicated  that  recent 
developments  have  caused  a  change  in 
the  number  of  residents  training  at  its 
hospital:  specifically,  a  realignment  of 
affiliations  has  caused  a  decrease  in  the 
number  of  residents  the  medical  school 
rotates  to  the  hospital.  However,  in  its 
efforts  to  meet  the  community’s  needs 
and  provide  high  quality  medical  care, 
the  commenter  indicated  that  the 
hospital  has  established  several  new 


programs,  is  starting  one  new  residency 
program  this  year,  and  is  in  the  process 
of  receiving  accreditation  for  nine  new 
programs,  which  will  start  in  the  next  5 
years.  The  commenter  stated  that,  as  a 
member  oi  one  Medicare  GME  affiliated 
group,  it  reduced  its  caps  for  the  benefit 
of  the  other  participant  in  the  affiliated 
group.  In  another  instance,  where  the 
hospital  accepted  displaced  residents  as 
part  of  ah  emergency  Medicare  GME 
affiliation  agreement,  the  commenter 
indicated  that,  in  order  to  provide  a 
seamless  transition  to  a  new  training 
site,  the  hospital  did  not  have  an 
opportunity  to  verify  in  advance  if  it 
needed  any  additional  residency 
positions  under  its  FTE  cap.  The 
commenter  believed  that,  within  a  year, 
its  count  will  at  least  equal  its  1996 
caps,  and  given  that  its  FTE  count 
reduction  was  only  temporary,  any 
permanent  reduction  to  its  FTE  caps 
would  result  in  financial  hardship 
which  could  cause  the  hospital  to  have 
to  reduce  its  caps  and  would  be 
detrimental  to  the  community.  The 
commenter  asserted  that  in  the  statutory 
definition  of  reference  resident  level, 
the  phrase  “(ending  before  the  date  of 
enactment  of  this  paragraph)”  modifies 
the  phrase  “3  most  recent  cost  reporting 
periods.”  The  commenter  stated  the  FYE 
December  31,  2009  cost  reporting  period 
would  be  included  in  this  definition  of 
reference  resident  level  because  the 
January  1,  2009  through  December  31, 
2009  cost  reporting  period  ended  prior 
to  March  23,  2010.  The  commenter 
believed  that  even  though  the  statutory 
language  refers  to  cost  reports  being 
settled  or  at  least  submitted,  these 
requirements  do  not  need  to  occur  prior 
to  March  23,  2010.  The  commenter 
believed  that,  considering  the  literal 
wording  of  the  statute,  the  only 
requirement  that  must  have  been  met 
prior  to  March  23,  2010  is  that  the  cost 
report  must  have  ended,  submission  of 
and  settling  of  the  cost  report  must  only 
occur  prior  to  GMS’  determination  of 
reductions.  The  commenter  stated  that 
the  interpretation  of  the  language 
included  in  section  5503  outlined  in  its 
comment  letter  is  similar  to  the 
interpretation  made  by  GMS  of  the 
language  included  in  section  422  of  the 
MMA.  The  commenter  included  the 
following  language  which  refers  to  the 
definition  of  “reference  resident  level” 
under  section  422  of  the  MMA: 

“[T)he  reference  resident  level  specified  in 
this  clause  for  a  hospital  is  the  resident  level 
for  the  most  recent  cost  reporting  period  of 
the  hospital  ending  on  or  before  September 
30,  2002,  for  which  a  cost  report  has  been 
settled  (or,  if  not,  submitted  (subject  to 
audit)),  as  determined  by  the  Secretary.” 
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The  commenter  pointed  out  that  CMS, 
in  its  proposed  rulemaking,  stated  it 
would  calculate  the  reduction  in  the 
number  of  FTE  resident  slots  using  the 
cost  reporting  period  ending  on  or 
before  September  30,  2002,  using  either 
a  settled  cost  report  or  an  as-submitted 
cost  report,  which  would  be  subject  to 
audit,  and  that  CMS  set  a  cut-off  date  of 
December  2005  as  the  date  by  which  the 
cost  report  submission  and  audit  would 
be  completed.  The  commenter  stated 
that,  under  section  422,  there  was  no 
express  cut-off  date  by  which  the 
reference  cost  report  was  required  to  be 
submitted,  and  there  was  certainly  not 
a  cut-off  date  of  before  September  30, 
2002.  The  commenter  stated  that,  for 
purposes  of  section  422,  CMS’  primary 
concern  was  timely  audit  of  the  cost 
report  for  the  reference  cost  reporting 
period.  The  commenter  asserted  that  a 
similar  approach  could  be  applied  to 
using  the  cost  reporting  period  January 
1,  2009-December  31,  2009  to 
determine  reductions  under  section 
5503.  The  commenter  stated  that 
because  CMS  stated  in  the  proposed 
rule  that  it  expects  decisions  to  be  made 
about  cap  reductions  by  December  2011, 
Medicare  contractors  will  have  19  * 

months  to  review,  audit,  and  finalize 
audit  adjustments  to  cost  reports  for  the 
January  1,  2009  through  December  31, 
2009  cost  reporting  period.  The 
commenter  believed  that  there  is 
nothing  preventing  CMS  from 
maintaining  consistency  with 
implementation  of  section  422  of  the 
MMA  by  including  the  January  1,  2009- 
December  31,  2009  cost  reporting  period 
as  a  cost  reporting  period  that  can  be 
used  to  determine  a  hospital’s  reference 
resident  level. 

Response:  We  do  not  agree  that  the 
cost  reporting  period  of  January  1, 

2009— December  31,  2009  should  be 
included  in  the  group  of  the  three  cost 
reporting  periods  used  to  determine 
whethTer  a  hospital  will  receive  a  cap 
reduction  under  section  1886(h)(8KA)  of 
the  Act.  We  believe-that  the  cost  reports 
used  to  determine  whether  a  hospital 
will  receive  a  cap  reduction  must,  at  the 
very  least,  have  been  submitted  to  the 
Medicare  contractor  as  of  March  23, 
2010.  Furthermore,  we  do  not  believe  it 
would  be  appropriate  to  include  in  the 
determination  of  which  cost  reports  are 
used  to  establish  a  hospital’s  reference 
resident  level,  those  cost  reporting 
periods  that  occurred  at  the  time  the 
Affordable  Care  Act  was  in 
development.  Rather  the  cost  reporting 
period  used  to  determine  the  reference 
resident  lev^l  should  be  a  cost  reporting 
period  that  reflects  a  number  of  I^E 
residents  that  a  hospital  is  accustomed 


to  training,  not  a  number  of  FTE 
residents  that  is  based  on  a  hospital’s 
rushed  attempt  to  avoid  a  cap  reduction. 
Therefore,  we  also  disagree  with  the 
commenter  who  requested  that  CMS 
include,  as  part  of  the  3-year  look-back 
period,  the  count  of  residents  included 
in  the  July  1,  2010-June  30,  2011 
academic  year.  Additionally,  this  cost 
reporting  period  does  not  end  prior  to 
March  23,  2010. 

In  response  to  the  commenter  who 
suggested  that  CMS  follow  a  similar 
process  for  determining  a  hospital’s 
reference  resident  level  for  purposes  of 
section  5503  of  the  Affordable  Care  Act 
as  it  did  for  section  422  of  the  MMA,  we 
note  that  the  time  period  for 
implementing  section  5503  of  the 
Affordable  Care  Act  is  shorter  than  the 
time  that  was  available  to  implement 
section  422  of  the  MMA.  In  general,  the 
cost  reporting  period  used  to  determine 
the  reference  resident  level  under 
section  422  was  the  most  recent  cost 
reporting  period  ending  on  or  before 
September  30,  2002.  Public  Law  108- 
173,  which  included  section  422,  was 
enacted  on  December  8,  2003. 

Therefore,  in  general,  the  cost  reports 
used  to  determine  the  reference  resident 
level  for  section  422  had  already  been 
submitted  at  the  time  Public  Law  108- 
173  was  enacted.  For  purposes  of 
section  5503  of  the  Affordable  Care,  a 
cost  report  for  the  cost  reporting  period 
January  1,  2009-December  31,  2009, 
would  likely  not  have  been  submitted 
by  March  23,  2010,  the  time  section 
5503  of  the  Affordable  Care  Act  was 
enacted.  Therefore,  in  this  final  rule,  we 
are  clarifying  that  the  three  most.recent 
cost  reports  used  to  determine  a 
hospital’s  reference  resident  level  must 
be  cost  reports  that,  if  not  settled,  have 
been  submitted  to  the  Medicare 
contractor  by  March  23,  2010.  We  also 
are  clarifying  our  regulation  text  at 
§  413.79(c)(l)(ii)(B)  to  state:  “For 
purposes  of  paragraph  (m)  of  this 
section,  reference  resident  level  means 
with  respect  to  a  hospital,  the  highest 
resident  level  for  any  of  the  three  most 
recent  cost  reporting  periods  ending 
before  March  23,  2010,  for  which  a  cost 
report  has  been  either  settled  or 
submitted  (subject  to  audit)  to  the 
Medicare  contractor  by  March  23,  2010.” 
In  addition,  as  w'e  explain  in  response 
to  comments  below  regarding  the  cost 
report  data  that  must  be  submitted  with 
a  hospital’s  application  for  additional 
slots  and  the  cost  reports  used  to 
establish  a  hospital’s  primary  care 
average  under  section  1886(h)(8)(B)(ii)(I) 
of  the  Act,  these  cost  reports  must  also 
be  submitted  to  the  Medicare  contractor 
by  March  23,  2010. 


Comment:  Several  commenters  asked 
for  clarification  on  the  application  of 
cap  reductions  to  new  teaching 
hospitals.  The  commenters  believed  that 
the  final  rule  should  clarify  that 
hospitals  which  have  had  their  cap 
established  during  the  last  three  cost 
reporting  periods  ending  prior  to  March 
23,  2010,  and  those  new  teaching 
hospitals  that  do  not  yet  have  a  cap  ‘ 
established  because  they  are  in  the 
middle  of  the  three  year  cap  building 
period  should  be  exempt  from  any  cap 
reduction.  The  commenters  believed 
that  these  new  teaching  hospitals 
should  not  have  their  caps  reduced 
under  section  1886(h)(8)(A)  of  the  Act 
because  they  are  still  in  the  process  of 
building  their  residency  training 
programs,  especially  those  residency 
programs  that  have  an  initial  residency 
period  of  longer  than  3  years;  therefore, 
these  hospitals  should  not  lose  any  cap 
which  they  are  in  the  process  of 
establishing. 

.  Response:  We  agree  with  the 
commenters  that  new  teaching  hospitals 
should  not  have  their  caps  reduced  if 
the  hospitals  are  still  in  the  process  of 
establishing  their  cap  and  that  some 
new  teaching  hospitals  may  still  be  in 
the  process  of  growing  their  new 
program(s),  particularly  if  the  new 
program(s)  has  an  initial  residency 
period  of  greater  than  3  years.  Because 
Congress  specifically  required  the 
Secretary  to  consider  three  cost 
reporting  periods  to  determine  which 
cost  reporting  period  would  be  the 
reference  cost  reporting  period  based  on 
the  period  with  the  highest  resident 
level,  we  do  not  believe  it  would  be 
appropriate  to  consider  whether  a  new 
teaching  hospital,  with  less  than  three 
years  of  cap  data,  should  receive  a  cap 
reduction.  Therefore,  we  are  clarifying 
in  this  final  rule  that  those  teaching 
hospitals  that  do  not  yet  have  a  cap 
established  for  Medicare  payment 
purposes  because  they  are  in  the  middle 
of  their  3-year  cap  building  period  will 
be  exempt  from  a  cap  reduction. 
Additionally,  we'understand  the 
commenters’  concerns  regarding  new 
teaching  hospitals  that  have  a  cap 
established  but  are  still  in  the  process  of 
growing  their  program  because  the 
initial  residency  period  of  the  program 
is  greater  than  3  years.  Therefore,  after 
considering  these  comments,  we  are 
finalizing  the  policy  that  if  a  new 
teaching  hospital  has  submitted  cost 
reports  for  its  three  most  recent  cost 
reporting  periods  ending  before  March 
23,  2010,  by  March  23,  2010,  but  a  cap 
is  not  applied  in  all  three  of  those  cost 
reporting  periods,  the  new  teaching 
hospital  would  be  exempt  from  a  cap 


Federal  Register/ Vol.  75,  No.  226/ Wednesday,  November  24,  2010 /Rules  and  Regulations  72161 


reduction.  For  example,  if  a  new 
teaching  hospital  submitted  three  cost 
reports  by  March  23,  2010,  but  a  cap 
was  only  applied  to  the  hospital  in  two 
of  the  three  cost  reports,  the  new 
teaching  hospital  would  be  exempt  from 
a  cap  reduction.  We  are  revising  the 
regulations  at  §413.79(m)  to  reflect  this 
change. 

Comment:  One  commenter  stated 
there  was  nothing  in  the  proposed  rule 
that  exempted  a  hospital  located  in 
Louisiana,  which  was  devastated  by 
Hurricane  Katrina,  from  a  cap  reduction 
under  section  1886(hK8)(A)  of  the  Act. 
The  commenter  stated  that,  as  a  result 
of  the  devastation  to  its  facilities  caused 
by  Hurricane  Katrina,  the  hospital 
loaned  300  of  its  573  FTE  cap  slots  to 
other  facilities  located  mostly  in  the 
New  Orleans  area  through  emergency 
Medicare  GME  affiliation  agreements. 
The  commenter  stated  that  its  hospital 
is  in  the  process  of  rebuilding,  and  if  the 
facility’s  300  FTE  cap  slots  are  not 
exempt  from  the  resident  redistribution, 
redistributing  these  slots  to  other 
hospitals  would  be  devastating  to  the 
New  Orleans  area  and  to  the  facility’s 
rebuilding  process. 

Response:  The  statute  does  not 
provide  for  a  specific  exemption  from  a 
cap  reduction  for  those  hospitals 
affected  by  Hurricane  Katrina.  However, 
we  note  that,  in  our  discussion 
regarding  cap  increases  under  section 
5503  of  the  Affordable  Care  Act,  the 
State  of  Louisiana  is  indicated  as  a  State 
that  can  apply  for  additional  slots. 

b.  Audits  of  the  Reference  Cost 
Reporting  Periods 

As  mentioned  under  XXI.D.8.a.  of  this 
preamble,  to  determine  a  possible 
reduction  to  a  hospital’s  FTE  resident 
cap,  section  1886(h)(8KHKi)  of  the  Act, 
as  added  by  section  5503(a)  of 
Affordable  Care  Act,  directs  the 
Secretary  to  use,  as  the  reference  cost 
report,  the  one  cost  report  out  of  the 
hospital’s  three  most  recent  cost 
reporting  periods  ending  before  March 
23,  2010,  with  the  highest  resident 
count  “for  which  a  cost  report  has  been 
settled  (or,  if  not,  submitted  (subject  to 
audit),  as  determined  by  the  Secretary” 
(emphasis  added).  In  the  August  3,  2010 
proposed  rule  (75  FR  46394  and  46395), 
we  proposed  that  if  a  hospital’s  cost 
•report  for  the  reference  cost  reporting 
period  has  been  settled,  the  hospital’s 
settled  cost  report  without  further 
audit,  would  be  used  to  determine 
possible  reductions  to  the  FTE  resident 
caps.  We  noted  that  the  “settled”  cost 
report  does  not  necessarily  mean  the 
initial  cost  report  settlement.  The 
Medicare  contractor  may  have 
previously  settled  the  cost  report. 


reopened  it  to  audit  it,  and  then  settled 
the  cost  report  again,  issuing  a  revised 
NPR.  Thus,  we  would  refer  to  the  most 
recently  issued  NPR  for  that  cost 
reporting  period  (prior  to  March  23, 
2010).  For  those  cost  reporting  periods 
that  would  be  used  as  the  reference  cost 
reporting  period,  which  have  been 
submitted  to  the  Medicare  contractor 
but  not  settled.  Medicare  contractors 
may  perform  desk  or  onsite  audits 
related  to  section  5503.  In  addition,  if 
the  reference  period  cost  report  is  for  a 
period  other  than  12  months,  we 
proposed  that  for  direct  CME,  the 
Medicare  contractor  would  prorate  the 
FTE  resident  caps  and  unweighted  FTE 
resident  count  to  equal  12-month 
counts. 

We  did  not  receive  public  comments 
specific  to  this  section.  Therefore,  we 
are  finalizing  the  stated  policy  as 
proposed. 

c.  Medicare  CME  Affiliation  Agreements 

As  described  above,  some  hospitals 
that  have  resident  levels  below  their 
FTE  resident  caps  may  have  entered 
into  Medicare  CME  affiliation 
agreements  (as  permitted  under 
§  413.79(f)  of  our  regulations)  with  other 
hospitals  that  would  otherwise  exceed 
their  FTE  resident  caps.  Thus,  while 
some  hospitals  in  the  Medicare  CME 
affiliated  group  were  training  a  number 
of  residents  below  their  FTE  resident 
caps  prior  to  ehtering  into  a  Medicare 
CME  affiliation  agreement,  upon 
affiliating,  their  FTE  resident  caps  were 
temporarily  reduced  because  some  or  all 
•of  their  excess  FTE  slots  were 
temporarily  added  to  the  FTE  resident 
caps  of  other  hospitals  as  part  of  the 
affiliation  agreement.  Under  section  422 
of  Public  Law  108-173,  the  statute 
explicitly  directed  the  Secretary  to 
apply  the  provisions  to  hospitals  that 
were  members  of  the  same  affiliated 
group  as  of  July  1,  2003.  Specifically, 
section  1886(h)(7)(A)(iii)  of  the  Act 
states  “The  provisions  of  clause  (i)  shall 
be  applied  to  hospitals  which  are 
members  of  the  same  affiliated  group  (as 
defined. by  the  Secretary  under 
paragraph  (4)(H)(ii))  as  of  July  1,  2003.” 
Therefore,  in  implementing  section  422, 
we  based  the,  FTE  resident  cap 
reductions  for  hospitals  that  were 
participating  in  a  Medicare  CME 
affiliated  group  on  the  aggregate  cap  and 
count  data  from  all  hospitals 
participating  in  the  same  Medicare  CME 
affiliated  group(s).  If  a  hospital  was 
training  a  number  of  residents  below  its 
FTE  resident  cap  for  the  reference  cost 
reporting  period  but  the  hospital  was 
part  of  a  Medicare  CME  affiliated  group 
for  some  or  all  of  that  reference  cost 
reporting  period,  the  Medicare 


contractor  determined  if  the  aggregate 
affiliated  count  for  all  hospitals  in  the 
affiliated  group  was  greater  than  the 
aggregate  affiliated  cap.  If  the  aggregate 
affiliated  count  was  greater  than  the 
aggregate  cap,  then  there  was  no 
reduction  made  to  the  FTE  caps  of  any 
hospital  in  the  affiliated  group  (even  for 
the  hospital  that  was  part  of  the 
affiliated  group,  but  was  training  below 
its  cap).  However,  we  note  that,  in 
contrast  to  section  422  of  Public  Law 
108-173,  section  5503  of  the  Affordable 
Care  Act  does  not  include  language 
specific  to  affiliated  groups  as  was 
included  in  section  422  under  section 
1886(h)(7)(A)(iii)  of  the  Act.  Thus, 
section  5503  of  the  Affordable  Care  Act 
does  not  provide  for  determinations 
based  on  the  aggregate  experience  of  a 
Medicare  CME  affiliated  group.  In 
addition,  section  1886(h)(8)(H)  of  the 
Act,  as  added  by  section  5503  of  the 
Affordable  Care  Act,  defines  the 
reference  resident  level  and  the 
otherwise  applicable  resident  limit  with 
respect  to  “a  hospital.”  Similarly, 
section  1886(h)(8)(A)  of  the  Act  refers 
only  to  “a  hospital’s”  reference  resident 
level.  Therefore,  we  are  determining 
whether  a  hospital  should  receive  a  cap 
reduction  based  on  that  individual 
hospital’s  experience  and  not  the 
aggregate  experience  of  the  Medicare 
CME  affiliated  group.  Therefore,  in  the 
August  3,  2010  proposed  rule  (75  FR 
46395),  we  proposed  that  Medicare 
contractors  would  make  determinations 
regarding  FTE  cap  reductions  under 
section  1886(h)(8)(A)(i)  of  the  Act  by 
considering  the  relationship  of  the 
individual  hospital’s  otherwise 
applicable  resident  limit  for  the 
reference  period  (which  is  the  FTE 
resident  cap  for  a  period  as  adjusted  by 
any  affiliation  agreement(s))  to  the 
individual  hospital’s  reference  resident 
level.  That  is,  we  proposed  that  in  a 
hospital’s  reference  year,  if  that  hospital 
is  participating  in  a  Medicare  CME 
affiliated  group  and  is  training  a  number 
of  residents  below  its  FTE  caps  as 
adjusted  pursuant  to  any  affiliation 
agreements  which  can  be  found  on 
Worksheet  E,  Part  A,  line  3.06  for  IME, 
and  Worksheet  E-3  Part  IV,  line  3.03  for 
direct  CME,  the  hospital’s  FTE  resident 
caps  would  be  subject  to  a  reduction 
under  section  1886(h)(8)(A)(i)  even  if 
the  Medicare  CME  affiliated  group  as  a 
whole  may  be  training  a  number  of 
residents  above  the  group’s  aggregate 
FTE  resident  cap. 

Comment:  Many  commenters 
addressed  the  proposed  policies 
regarding  the  treatment  of  affiliated 
groups  in  determining  whether  a 
hospital  would  receive  a  cap  reduction 
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under  section  1886(h)(8)(A)  of  the  Act. 
Commenters  supported  the  proposal  to 
account  for  a  hospital’s  participation  in 
a  Medicare  GME  affiliated  group  during 
its  reference  year.  One  commenter 
stated  that,  in  finalizing  the  proposal  to 
consider  a  hospital’s  participation  in  a 
Medicare  GME  affiliated  group  during 
its  reference  year,  it  will  be  important 
for  the  Secretary  to  recognize  the 
hospital’s  cap  as  reduced  due  to 
participation  in  a  Medicare  GME 
affiliated  group  before  comparing  the 
hospital’s  count  to  its  cap  during  the 
reference  cost  reporting  year. 
Gommenters  disagreed  with  the 
proposal  to  not  consider  aggregated  capS 
and  counts  of  a  Medicare  GME  affiliated 
group  when  determining  if  an 
individual  hospital  would  receive  a  cap 
reduction.  Gommenters  stated  that  if 
GMS  does  not  consider  affiliated  groups 
as  a  whole  when  determining  cap 
reductions,  entire  residency  programs 
could  be  lost,  each  hospital 
participating  in  an  affiliated  group 
could  be  negatively  affected,  and 
training  relationships  could  be 
damaged. 

One  commenter  addressed  the 
situation  of  a  specific  Medicare  GME 
affiliated  group.  The  commenter  stated 
that  a  hospital  in  Iowa  is  receiving  a 
temporary  cap  increase  through 
participation  in  the  Medicare  GME 
affiliated  group.  The  commenter 
asserted  that  if  the  hospital  that  is 
transferring  cap  receives  a  cap 
reduction,  the  existence  of  the  entire 
residency  program  could  be  put  in 
jeopardy  because  the  residents  may  no 
longer  be  able  to  rotate  to  various  sites. 
One  commenter  stated  that  the  purpose 
of  Medicare  GME  affiliation  agreements 
is  to  allow  for  transfer  of  the  cap  to 
appropriate  hospitals  to  provide 
residents  with  opportunities  for 
additional  training.  The  commenter 
believed  that,  in  keeping  with  the  spirit 
of  the  law,  the  resident  level  and  limit 
should  be  calculated  in  aggregate  for  all 
hospitals  participating  in  a  Medicare 
GME  affiliated  group.  Another 
commenter  stated  that  hospitals  that  are 
complying  with  the  regulations  at 
§413.75  should  only  receive  cap 
reductions  under  section  5503  after 
looking  at  the  aggregate  affiliated  cap. 
The  commenter  noted  that  it  has 
sponsorship  under  the  AGGME  for 
programs  at  hospitals  included  in  its 
affiliated  group  and  that  such 
sponsorship  supports  the  position  that 
hospitals’  caps  and  counts  should  be 
looked  at  in  the  aggregate.  The 
commenter  stated  that  because  CMS 
proposed  to  look  at  an  individual 
hospital’s  cap  as  adjusted  for  any 


Medicare  GME  affiliation  agreements, 
such  a  proposal  indicates  that  CMS 
recognizes  the  potential  impact 
affiliation  agreements  may  have  on 
hospitals’  caps,  and,  therefore,  CMS 
should  apply  the  same  policy  for 
treatment  of  affiliated  groups  to  section 
5503  as  it  did  for  section  422  of  the 
MMA.  Other  commenters  also  suggested 
CMS  be  consistent  in  its  policies  and 
follow  the  precedent  set  for  treatment  of 
Medicare  GME  affiliated  groups  under 
the  implementation  of  section  422  of  the 
MMA.  Another  commenter  stated  that 
affiliation  agreements  are  intended  to 
provide  stability  and  address  changes  in 
rotations  and  programs  for  participating 
hospitals  and  that  CMS  should  make 
sure  that  FTE  caps  are  not 
unintentionally  removed  from  an 
affiliated  group. 

Many  commenters  stated  that 
redistributing  slots  used  through  a 
Medicare  GME  affiliation  agreement  was 
not  the  intent  of  Congress.  Rather,  the 
commenters  believed  that  Congress’ 
intent  was  only  to  redistribute  those 
slots  which  are  “unused.”  The 
commenters  stated  that  if  the  affiliated 
group  as  a  whole  is  over  its  cap,  the 
slots  are  clearly  being  used.  One 
commenter  stated  that,  in  addressing  the 
implementation  of  section  5503, 
Congress  was  certainly  knowledgeable 
about  the  common  practice  of  hospitals 
participating  in  Medicare  GME 
affiliation  agreements  to  “share”  FTE 
slots  to  maximize  the  training  of 
residents  and  of  the  FTE  slots.  The 
commenter  stated  “Under  any  common 
language  meaning  of  the  term  ‘unused,’ 
FTE  cap  slots  that  are  shared  among 
hospitals  in  GME  affiliated  groups 
would  not  be  considered  ‘unused 
positions.’”  Some  commenters  noted 
that  they  plan  to  work  to  correct  the 
statutory  problem  of  not  considering  the 
aggregated  caps  and  counts  of  hospitals 
participating  in  a  Medicare  GME 
affiliated  group.  Commenters  stated 
that,  although  they  appreciated  that 
CMS  is  using  adjusted  cap  numbers  in 
situations  where  hospitals  share  cap 
through  a  Medicare  GME  affiliated 
group,  the  initial  cap  and  count 
comparison  should  be  made  at  the 
affiliated  group  level.  The  commenters 
stated  that  performing  an  initial 
comparison  of  the  affiliated  group’s  cap 
and  count  is  supported  by  the  statutory 
definition  of  “otherwise  applicable 
resident  limit”  included  in  the 
Atfordable  Care  Act,  which  states: 

“The  term  ‘otherwise  applicable  resident 
limit’  means,  with  respect  to  a  hospital,  the 
limit  otherwise  applicable  under 
subparagraphs  (F)(i)  and  (H)  of  paragraph  (4) 
on  the  resident  level  for  the  hospital 


determined  without  regard  to  this  paragraph 
but  taking  into  account  paragraph  (ZKA).” 

The  commenters  also  referred  to 
language  from  paragraph  (h)(4)(H)  of 
section  1886  of  the  Act: 

“(iij  Aggregation — The  Secretary  may 
prescribe  rules  which  allow  institutions 
which  are  members  of  the  same  affiliated 
group  (as  defined  by  the  Secretary)  to  elect 
to  apply  the  limitation  of  subparagraph  (F)  on 
an  aggregate  basis.” 

The  commenters  believed  that 
because  CMS  has  the  authority  to 
“prescribe  rules”  concerning  GME 
affiliated  groups,  CMS  has  the  authority 
to  view  the  affiliated  group  as  a  whole 
for  purposes  of  determining  cap 
reductions  under  section  1886(h)(8)(A) 
of  the  Act. 

One  commenter  recommended  that 
CMS  finalize  a  policy  for  treatment  of 
affiliated  groups  such  that  in  the  case 
where  the  aggregate  count  is  above  the 
aggregate  cap  in  any  of  the  3  years,  none 
of  the  hospitals  participating  in  the 
Medicare  GME  affiliated  group  would 
receive  a  cap  reduction.  The  commenter 
stated  “*  *  *  that  surprising  and 
counterintuitive  outcomes  may  result 
when  CMS  attempts  to  compare  an 
individual  hospital’s  affiliated  cap  and 
count  for  just  one  year  and  then  apply 
that  result  to  the  individual  hospital’s 
unaffiliated  cap.”  The  commenter  noted 
there  have  been  situations  where 
agreements  to  provide  for  educational 
rotations  among  hospitals  have  “worke'd 
to  the  (permanent)  detriment  of  a 
hospital  when  reduction  determinations 
have  been  made.”  Therefore,  the 
commenter  believed  that  it  is  important 
for  CMS  to  include  safeguards  such  that 
inappropriate  redistributions  do  not 
occur  when  reducing  the  caps  of 
individual  hospitals.  The  commenter 
believed  that  because  Congress  went  out 
of  its  way  to  provide  CMS  with  the 
opportunity  to  review  3  separate  years 
instead  of  just  1  year  for  purposes  of  cap 
reductions  under  section  1886(h)(8)(A) 
of  the  Act,  the  intent  of  Congress  was  to 
clarify  that  if  a  hospital  is  training  above 
its  cap  in  any  of  its  three  most  recent 
cost  reporting  periods,  the  hospital 
should  not  receive  a  cap  reduction.  The 
commenter  noted  that  if  a  hospital’s  cap 
changes  during  the  3  years,  for  example 
through  participation  in  a  Medicare 
GME  affiliated  group,  only  considering 
the  1  yea”  with  the  highest  resident 
count  “may  cause  diffefent  kinds  of 
results  for  individual  hospitals.”  The 
commenter  suggested  that,  to  determine 
whether  a  hospital  should  receive  a  cap 
reduction,  the  policy  be  that  if  a 
hospital  is  participating  in  a  Medicare 
GME  affiliated  group,  the  year  that  is 
used  to  determine  a  cap  reduction  is  the 
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year  where  there  is  the  smallest  gap 
between  the  aggregate  cap  and  the 
aggregate  count. 

One  commenter  stated  that  if  two 
hospitals  participate  in  a  Medicare  GME 
affiliated  group,  under  the  proposed 
rule,  these  hospitals  may  be  penalized  • 
for  their  participation  because  one 
hospital  is  going  to  be  training  residents 
over  its  cap  while  the  other  hospital  is 
going  to  be  training  residents  under  its 
cap.  The  commenter  gave  an  example 
where  hospital  A  and  hospital  B  are 
participating  in  a  Medicare  GME 
affiliated  group  and  hospital  A’s  cap 
prior  to  the  affiliation  was  50  and 
hospital  B’s  cap  prior  to  the  affiliation 
agreement  was  100.  Under  the 
commenter’s  example,  hospital  A 
transfers  10  cap  slots  to  hospital  B  for 
FYEs  2006-2008  such  that  during  the 
affiliation  agreements,  hospital  A’s  FTE 
resident  count  is  40  and  hospital  B’s 
FTE  resident  count  is  110.  The 
commenter  stated  that  during  the 
Medicare  GME  affiliation  agreement,  the 
aggregate  count  is  150  and  the  aggregate 
cap  is  150,  but  based  on  GMS’  proposed 
rule,  hospital  A’s  cap  would  be  reduced 
by  6.5  FTEs.  The  commenter  questioned 
why  hospitals  should  be  penalized  if 
they  enter  into  Medicare  GME  affiliated 
groups  and  maintained  an  aggregate  - 
count  that  is  the  same  as  the  aggregate 
cap.  Another  commenter  stated  that 
many  teaching  hospitals  affiliated  with 
colleges  of  osteopathic  medicine  train 
residents  in  rural  and  underserved  areas 
and  that  even  though  rural  hospitals 
with  fewer  than  250  beds  may  be 
exempt  from  a  cap  reduction,  those 
hospitals  may  be  negatively  impacted  if 
the  hospitals  with  which  they  affiliate 
have  their  caps  reduced.  The 
commenter  stated  that  reducing  the  caps 
of  hospitals  with  which  these  rural 
hospitals  are  affiliated  could  limit 
access  to  patient  care  in  areas  where 
these  providers  are  needed  to  provide 
care.  The  commenter  requested  that 
CMS  reconsider  its  policy  regarding  cap 
reductions  so  that  areas  served  by 
osteopathic  training  programs  that  are  in 
greatest  need  of  physicians  are  not 
limited. 

Commenters  reasoned  that  if  a 
hospital  is  participating  in  a  Medicare 
GME  affiliated  group  and  is  training 
below  its  cap,  the  hospital  that  is 
receiving  the  temporary  cap  adjustment 
through  the  Medicare  GME  affiliation 
agreement  would  be  the  facility  that 
receives  a  cap  reduction  and  not  the 
hospital  that  loaned  slots  through  the 
Medicare  GME  affiliation  agreement. 

The  commenters  requested  clarification 
on  this  assumption.  One  commenter 
stated  that  not  considering  the  affiliated 
group  as  a  whole  could  potentially  lead 


to  not  recapturing  all  of  the  unused  cap 
slots  in  the  situation  where  a  hospital 
without  a  1996  cap  and  without  a  new 
program  cap  is  part  of  a  GME  affiliated 
group  due-to  a  shared  rotational 
arrangement.  The  commenter  stated,  “If 
tbe  hospital’s  FTE  count  exceeded  its 
cap  affiliation  adjustment,  the  hospital 
has  no  1996  cap  or  new  program  cap 
that  could  be  reduced  to  effect  a  cap 
recapture.” 

One  commenter  requested  that,  for 
purposes  of  the  cap  redistribution  under 
section  550.2  of  tbe  Affordable  Gare  Act, 
GMS  take  into  consideration  the  shared 
rolanonal  agreement  its  hospital  has  had 
with  another  hospital  since  1993  l“1993 
Agreement”),  even  though  the  shared 
rotational  agreemenfdid  not  comply 
with  the  requirements  of  a  Medicare 
GME  affiliated  group  until  July  1,  2009. 
The  commenter  suggested  that,  in  the 
alternative,  if  GMS  does  not  consider 
the  shared  rotational  arrangement  that 
has  been  in  place  between  the  two 
hospitals  since  1993,  CMS  at  the  very 
least  maintain  the  status  quo  by 
considering  the  fact  that  these  two 
hospitals  have  in  place  fully  compliant 
Medicare  GME  affiliation  agreements  for 
academic  years  July  1,  2009  through 
June  30,  2011,  which  reflect  the 
hospitals’  longstanding  practice  of 
rotating  the  residents  between  the  two 
facilities.  The  commenter  stated  that  if 
CMS  does  not  change  its  proposed  rule 
as  presented  in  the  comment,  one  of  the 
hospitals  participating  in  the  shared 
rotational  arrangement  will  be  subject  to 
a  large  cap  reduction,  which  in  turn  will 
place  the  longstanding  training 
relationship  between  the  two  hospitals 
at  risk.  The  commenter  stated  that  one 
of  the  hospitals  that  participates  in  the 
shared  rotational  arrangement  and  the 
county  jointly  sponsor  about  54  primary 
care  and  subspecialty  residency  training 
programs,  and  approximately  900 
residents  participate  in  these  programs, 
with  500  of  these  residents  also  training 
at  the  second  hospital  participating  in 
the  shared  rotational  arrangement.  The 
commenter  stated  that  both  hospitals 
serve  a  broad  demographic  of  patients 
throughout  the  State  of  California,  and 
both  offer  specialized  and  advanced  . 
services  that  provide  residents  with  a 
variety  of  educational  opportunities. 
The  commenter  stated  that  the  “1993 
Agreement”  provided  for  a  “bilateral 
exchange”  of  residents,  and  that, 
without  this  exchange,  certain  ACGME 
opportunities  would  not  be  available 
because  the  hospitals  offer  different 
services.  The  commenter  stated  that  the 
sending  hospital  employs  the  residents 
but  the  receiving  hospital  is  financially 
responsible  for  the  cost  of  the  residents’ 


salaries  and  fringe  benefits  for  the  time 
that  the  residents  spend  at  the  receiving 
hospital.  The  commenter  stated  that  the 
“1993  Agreement”  was  in  place  before 
direct  GME  and  IME  caps  or  the  concept 
of  a  Medicare  GME  affiliation 
agreement,  and  although  it  does  not 
meet  all  the  regulatory  requirements  of 
a  Medicare  GME  affiliation  agreement,  it 
has  been  in  place  for  more  than  17 
years,  including  what  will  be  one  of  the 
hospital’s  reference  periods.  The 
commenter  stated  that  because  the 
“1993  Agreement”  did  not  include  all 
the  elements  of  a  Medicare  GME 
affiliation  agreement,  one  of  the 
hospitals  was  not  eligible  to  receive 
payment  for  about  half  of  the  90  FTEs 
it  trained  in  FYEs  May  31,  2007  through 
May  31,  2009.  However,  the  commenter 
stated  this  problem  was  mostly 
corrected  when  both  facilities  entered 
into  a  Medicare  GME  affiliation 
agreement  effective  with  the  July  1, 

2009  training  year.  The  commenter 
stated  that  the  analysis  applied  to  the 
cap  reductions  “*  *  *  should  focus  on 
use  of  the  FTE  slots  and  whether,  in 
practice  and  pursuant  to  a  written 
agreement  that  is  akin  to  a  Medicare 
GME  affiliation  agreement,  the  hospitals 
were  transferring  FTEs.”  The  commenter 
stated  that  the  legislative  history  does 
not  indicate  that  Congress  wanted  to 
disturb  existing  training  relationships  or 
not  provide  for  payment  where  there 
were,  in  fact,  residents  providing  care  to 
Medicare  beneficiaries  but  rather  the 
purpose  of  section  1886(h)(8)  of  the  Act 
is  to  transfer  FTE  slots  from  facilities 
that  are  not  providing  training  to  those 
that  are.  The  commenter  stated  that 
CMS  could  view  the  hospitals’  situation 
one  of  two  ways,  either  that  the  FTE 
slots  that  went  to  the  receiving  hospital 
were  slots  that  were  in  use  by  the 
sending  hospital,  or  that  the  hospitals 
had  in  place  a  shared  rotational 
arrangement  that  basically  complied 
with  the  requirements  of  a  Medicare 
GME  affiliation  agreement  and  under 
these  circumstances  the  sending 
hospital’s  cap  was  reduced  by  70  or  80 
FTEs  through  the  transfer  agreement. 

The  commenter  stated  that,  under  either 
approach,  the  hospital  that  has  been 
sending  its  FTE  residents  to  the  second 
facility  is  not  presumed  to  have  an  extra 
gap  of  70  to  80  FTEs  between  its 
reference  resident  level  and  its 
otherwise  applicable  resident  limit 
because  those  70  or  80  FTEs  were  being 
used  at  the  receiving  facility  and  being 
used  pursuant  to  a  written  affiliation 
agreement.  The  commenter  stated  that  if 
CMS  chooses  not  to  take  into  account 
the  shared  rotational  agreement  between 
the  two  hospitals  and  that  the  agreement 
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was  in  effect  during  the  reference 
period,  then,  at  the  very  least,  CMS 
should  preserve  the  current  status  quo 
based  on  the  Medicare  GME  affiliation 
agreement  in  place  during  the  current 
and  prior  academic  years.  The 
commenter  indicated  that,  given  the 
July  1,  2009-June  30.  2010  Medicare 
GME  affiliation  agreement  was  executed 
well  before  Congress  authored  the 
Affordable  Care  Act  and  covers  part  of 
one  of  the  hospital’s  fiscal  year  ending 
before  March  2010,  CMS  should  take 
this  agreement  into  account  when 
determining  which  hospitals  will 
receive  cap  reductions.  The  commenter 
also  noted  the  two  hospitals  have 
entered  into  a  Medicare  GME  affiliation 
agreement  effective  July  1,  2010  through 
June  30,  2011,  which  transfers  the  same 
number  of  FTEs  as  the  July  1,  2009-June 
30,  2010  Medicare  GME  affiliation 
agreement.  The  commenter  stated  that 
the  Medicare  GME  affiliation  agreement 
that  is  in  place  now  wdll  renew 
automatically  and  wdll  continue  unless 
CMS  redistributes  the  slots.  The 
commenter  stated  that,  in  addition  to 
considering  the  formal  FTE  cap 
adjustments  that  make  changes  to 
hospitals’  cost  report  worksheets  on 
Worksheets  E,  Part  A  and  E-3  Part  IV, 
CMS  could  also  consider  shared 
rotational  agreements  that  had  the  same 
effect.  The  commenter  also  stated  that 
CMS  could  require,  as  part  of  the  audit 
process,  that  providers  submit  to  their 
Medicare  contractor  relevant  written 
agreements  and  documentation 
regarding  the  exact  number  of  FTEs 
exchanged  between  the  two  hospitals. 

Response:  We  appreciate  the 
commenters’  support  of  the  proposed 
policy  to  account  for  an  individual 
hospital’s  participation  in  a  Medicare 
GME  affiliated  group  for  purposes  of 
determining  that  hospital’s  otherwise 
applicable  resident  limit.  In  response  to 
the  commenters  who  stated  CMS  should 
apply  the  same  policy  for  determining 
whether  a  hospital  that  is  participating 
in  a  Medicare  GME  affiliated  group 
would  receive  a  cap  reduction,  as  was 
applied  for  purposes  of  implementing 
section  422,  specific  statutory  language' 
was  included  in  section  422,  which 
referred  to  Medicare  GME  affiliations. 
Section  422  amended  section  1886(h)  of 
the  Act,  by  adding  paragraph  (7)(A)(iii) 
which  stated  “(tjhe  provisions  of  clause 
(i)  shall  be  applied  to  hospitals  which 
are  members  of  the  same  affiliated  group 
(as  defined  under  paragraph  (4)(H)(ii)) 
as  of  July  1,  2003.”  Neither  this  same 
statutory  language  nor  similar  language 
addressing  Medicare  GME  affiliated 
groups  was  included  in  section  5503  of 
the  Affordable  Care  Act.  As  we  stated  in 


the  proposed  rule,  the  definition  of 
“otherwise  applicable  resident  limit” 
does  not  include  language  that  can 
support  a  policy  allowing  Medicare 
contractors  to  look  at  the  Medicare  GME 
affiliated  group  in  the  aggregate  before 
determining  whether  an  individual 
hospital  would  receive  a  cap  reduction 
based  on  its  participation  in  the 
affiliated  group.  Rather,  in  the  definition 
of  “otherwise  applicable  resident  limit” 
in  section  5503,  the  statute  refers  to  '‘a 
hospital.”  Although  the  commenters 
noted  that  the  definition  of  “otherwise 
applicable  resident  limit”  refers  to 
section  1886(h)(4)(H)  of  the  Act,  which 
includes' at  paragraph  (ii)  the  following 
language;  “[t]he  Secretary  may  prescribe 
rules  which  allow  institutions  which  are 
members  of  the  same  affiliated  group  (as 
defined  by  the  Secretary)  to  elect  to 
apply  the  limitation  of  subparagraph  (F) 
on  an  aggregate  basis,”  the  reference 
made  to  prescribing  rules  for  Medicare 
GME  affiliation  agreements  refers  to 
developing  regulations  to  implement 
how  each  hospital’s  cap  can  be  adjusted 
for  its  participation  in  a  Medicare  GME 
affiliated  group.  The  language  at  section 
1886(h)(4)(H)(ii)  of  the  Act  does  not  give 
the  Secretary  the  authority  to  prescribe 
rules  for  treatment  of  Medicare  GME 
affiliated  groups  under  section 
1886(h)(8)(A)  of  the  Act.  Furthermore, 
section  1886(h)(4)(H)(ii)  of  the  Act  was 
not  amended  after  implementation  of 
section  422  to  provide  the  Secretary 
with  the  authority  to  prescribe  specific 
rules  for  the  treatment  of  Medicare  GME 
affiliated  groups  for  purposes  of 
determining  cap  reductions  under 
section  422.  The  lack  of  amendments 
made  to  section  1886(h)(4)(H)  of  the  Act 
as  a  result  ol"  section  422  is  further 
evidence  that  the  reference  to  section 
1886(h)(4)(H)  of  the  Act  in  the 
definition  of  “otherwise  applicable 
resident  limit”  under  section  5503  is  not 
intended  to  give  the  Secretary  the 
authority  to  prescribe  specific  rules  for 
the  treatment  of  Medicare  GME  ^ 
affiliated  groups  under  section  5503  by 
mention  of  section  1886(h)(4)(H)(ii)  of  • 
the  Act.  Rather,  the  reference  to  section 
1886(h)(4)(h)(ii)  of  the  Act  is  to  require 
the  Secretary  to  consider  the  hospital’s 
cap  after  any  adjustment  agreed  to  in  an 
affiliation  agreement  in  determining  the 
hospital’s  “otherwise  applicable  resident 
limit.”  To  do  otherwise,  in  a  situation 
where  a  hospital  has  “affiliated  away” 
some  of  its  slots  and  trained  up  to  its 
revised  cap,  would  force  the  hospital  to 
lose  some  of  its  “excess,”  even  though  in 
the  year  of  the  affiliation  after  reducing 
its  cap  in  the  affiliation,  it  had  no 
excess. 


In  response  to  the  commenter  who 
stated  that,  under  the  proposed  rule,  if 
two  hospitals  are  participating  in  a 
Medicare  GME  affiliated  group,  one 
hospital  would  be  penalized  for  its 
participation  because  one  hospital 
would  be  training  below  its  cap  and  the 
other  hospital  would  be  training  above 
its  cap,  we  stated  in  the  proposed  rule 
that  a  hospital’s  otherwise  applicable 
resident  limit  would  generally  be  its 
1996  cap  adjusted  for  several  criteria, 
including  a  hospital’s  participation  in  a 
Medicare  GME  affiliation  agreement. 
Therefore,  if  a  hospital’s  cap  is 
temporarily  reduced  because  it  is 
transferring  some  of  its  cap  slots  to 
another  hospital  as  part  of  a  Medicare 
GME  affiliation  agreement,  the  hospital 
must  only  be  concerned  with  a  cap 
reduction  if  during  its  reference  cost 
reporting  period  its  reference  resident 
level  is  below  its  adjusted  cap,  “the 
otherwise  applicable  resident  limit.”  In 
the  commenter’s  example,  hospital  A 
and  hospital  B  are  participating  in  a 
Medicare  GME  affiliated  group  and  have 
caps  of  50  and  100,  respectively.  As  part 
of  the  Medicare  GME  affiliation, 
hospital  A  transfers  10  cap  slots  to 
hospital  B  so  that  for  purposes  of  the 
Medicare  GME  affiliated  group,  hospital 
A’s  adjusted  cap  is  40  and  hospital  B’s 
adjusted  cap  is  110.  If  hospital  A  and 
hospital  B  are  participating  in  this 
Medicare  GME  affiliated  group  during 
their  reference  cost  reporting  period, 
hospital  A  would  only  have  to  be 
concerned  with  a  cap  reduction  if  its 
highest  FTE  resident  count  in  its 
reference  cost  reporting  period  was  less 
than  40  and  hospital  B  would  only  have 
to  be  concerned  with  a  cap  reduction  if 
its  highest  FTE  resident  count  in  its 
reference  cost  report  was  less  than  110. 

In  response  to  the  commenter  who 
stated  that,  even  though  rural  hospitals 
with  fewer  than  250  beds  would  be 
exempt  from  a  cap  reduction  under 
section  1886(h)(8)(A)  of  the  Act,  those 
hospitals  would  be  negatively  affected  if 
the  hospital(s)  with  which  they  affiliate 
have  their  caps  reduced,  we  appreciate 
the  commenter’s  concern  to  ensure  that 
access  to  care  is  not  limited  in  rural  and 
underserved  areas  as  a  result  of  section 
5503.  However,  section  1886(h)(8)(A)  of 
the  Act  does  not  provide  for  a  specific 
exemption  for  urban  hospitals  that 
participate  in  Medicare  GME  affiliated 
groups  with  rural  hospitals  with  fewer 
than  250  beds.  We  note  that  the 
application  for  receiving  cap  slots  under 
section  1886(h)(8)  of  the  Act  includes 
the  following  Evaluation  Criterion, 
which  specifically  addresses  residency 
training  in  rural  areas:  The  hospital  is  in 
a  rural  area  (as  defined  under  section 
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1886(d)(2)(DKii)  of  the  Act)  and  is  or 
will  be  on  or  after  July  1,  2011,  a 
training  site  for  a  rural  track  residency' 
program  (as  specified  under 
§  413.79(k)),  but  is  unable  to  count  all  of 
the  FTE  residents  training  in  the  rural 
track  because  the  rural  hospital’s  FTE 
cap  is  lower  than  its  unweighted  count 
of  allopathic  or  osteopathic  FTE 
residents  as  of  portions  of  cost  reporting 
periods  on  or  after  July  1,  2011. 
Furthermore,  we  note  that,  under  the 
regulations  at  §  413.79(e)(l)(iii)  a  rural 
hospital  can  always  receive  a  permanent 
cap  adjustment  for  training  residents  in 
a  new  residency  training  program. 

In  response  to  the  commenter  who 
asked  for  clarification  as  to  whether,  if 
a  hospital  received  FTE  cap  slots 
through  participation  in  a  Medicare 
GME  affiliated  group  but  was  training 
below  its  cap  adjusted  under  the 
Medicare  GME  affiliation  agreement 
during  its  reference  cost  reporting 
period,  we  are  clarifying  that  the 
hospital  that  received  the  cap  slots  or 
the  hospital  that  loaned  the  cap  slots 
would  receive  a  cap  reduction,  the 
hospital  that  received  the  slots  but  is 
training  below  its  adjusted  cap  would 
receive  a  cap  reduction.  The  hospital 
that  is  transferring  some  of  its  FTE  cap 
slots  would  not  be  penalized  if  the 
hospital  to  which  it  temporarily 
transferred  some  of  its  FTE  cap  slots  is 
training  below  its  adjusted  cap  during 
its  reference  cost  reporting  period. 

In  response  to  the  commenter  who  . 
stated  ‘'If  the  hospital’s  FTE  count 
exceeded  its  cap  affiliation  adjustment, 
the  hospital  has  no  1996  cap  or  new 
program  cap  that  could  be  reduced  to 
effect  a  cap  recapture,”  in  describing  a 
hospital  that  has  no  1996  cap  or  new 
program  cap  but  receives  cap  slots  as 
part  of  a  Medicare  GME  affiliation 
agreement,  we  believe  the  commenter 
meant  to  describe  the  scenario  as  one  in 
which  a  hospital  does  not  have  a  1996 
cap  or  a  new  program  cap  and  receives 
a  temporary  cap  adjustment  as  part  of  a 
Medicare  GME  affiliated  group  but  is 
training  below  its  affiliated  cap  during 
its  reference  cost  reporting  period. 
Under  this  scenario,  the  commenter  is 
correct  that  there  would  be  no  cap  to 
recapture  because  the  hospital  does  not 
have  a  base  year  cap  to  reduce.  Rather, 
it  only  has  a  temporary  cap  due  to  its 
participation  in  the  Medicare  GME 
affiliated  group,  and  section 
1886(hK8)(A)  of  the  Act  does  not 
provide  for  the  Secretary  to  look  at  a 
Medicare  GME  affiliated  group  as  a 
whole  for  purposes  of  determining 
individual  hospitals’  cap  reductions. 

In  response  to  the  commenter  who 
requested  that  CMS  either  take  into 
consideration  the  shared  rotational 


agreement  it  has  had  since  1993  with 
another  hospital  or  maintain  the  status 
quo  by  considering  the  fact  that  these 
two  hospitals  have  in  place  a  fully 
compliant  Medicare  GME  affiliation 
agreements  for  academic  years  July  1, 
2009  through  June  30,  2011,  which 
reflect  the  hospitals’  longstanding 
practice  of  rotating  the  residents 
between  the  two  facilities,  we 
appreciate  the  commenter’s  interest  in 
maintaining  its  current  level  of  training 
at  its  facilities.  However,  section 
1886(h){8){A)  of  the  Act  does  not 
provide  the  Secretary  with  the  authority 
to  provide  an  exception  for  these 
specific  scenarios.  Therefore,  if  either 
one  of  the  hospitals  participating  in  the 
shared  rotational  arrangement  is 
training  below  its  official  adjusted  cap 
during  its  reference  cost  reporting 
period,  it  would  receive  a  cap  reduction. 
The  fact  that  the  hospitals  acted  as  if 
they  had  an  affiliation  agreement,  as 
required  by  the  regulations,  is  not  a 
sufficient  basis  for  revising  the 
hospitals’  caps. 

After  consideration  of  the  public 
comments  we  received,  we  are 
finalizing  our  policy  regarding  treatment 
of  Medicare  GME  affiliated  groups  as 
proposed.  Specifically,  we  are  finalizing 
our  policy  to  state  that,  in  a  hospital’s 
reference  cost  reporting  period,  if  the 
hospital  is  participating  in  a  Medicare 
GME  affiliated  group  and  is  training  a 
number  of  residents  below  its  FTE  caps, 
as  adjusted  under  any  affiliation 
agreements  that  can  be  found  on 
Worksheet  E,  Part  A,  line  3.06  for  IME, 
and  Worksheet  E-3  Part  IV,  line  3.03  for 
direct  GME,  the  hospital’s  FTE  resident 
caps  would  be  subject  to  a  reduction 
under  section  1886(h)(8)(A)(i)  of  the 
Act,  even  if  the  Medicare  GME  affiliated 
group  as  a  whole  may  be  training  a 
number  of  residents  above  the  group’s 
aggregate  FTE  resident  cap. 

d.  Treatment  of  Hospitals  That  Have 
Merged 

We  note  that  there  may  be  instances 
where  two  hospitals  merge  on  or  after 
March  23,  2010,  but  were  not  merged  in 
any  or  all  of  their  three  most  recent  cost 
reporting  periods  ending  before  March 
23,  2010.  For  these  hospitals,  in  the- 
August  3,  2010  proposed  rule  (75  FR 
46395),  we  proposed  that  the  Medicare - 
contractors  identify  the  hospitals’  three 
most  recent  cost  reporting  periods 
ending  before  March  23,  2010,  and  treat 
the  hospitals  for  purposes  of  section 
1886(h)(8)(A)(i)  of  the  Act  as  if  they 
were  merged  during  those  periods  in 
determining  whether  there  should  be  a 
reduction  to  the  merged  facility’s  F’TE 
resident  cap(s).  That  is,  we  proposed 
that,  for  each  of  the  3  years,  we  would 


combine  the  FTE  resident  counts  and 
caps  of  the  formerly  separate  facilities  in 
order  to  identify  the  reference  period, 
and  to  calculate  the  reference  resident 
level  and  the  otherwise  applicable 
resident  limit  for  the  merged  facility  (for 
IME  and  direct  GME,  respectively),  even 
if  the  two  facilities  have  different  fiscal 
year  ends.  In  addition,  if  any  of  the  cost 
reporting  periods  are  less  than  12 
months  or  greater  than  13  months,  the 
Medicare  contractor  would  prorate  the 
FTE  resident  counts  and  FTE  caps  for 
direct  GME  to  equal  a  12-month  cost 
reporting  period. 

Comment:  One  commenter  requested 
that  hospitals  that  merged  be  allowed  to 
use  different  cost  reporting  periods  in 
determining  whether  the  merged  facility 
will  receive  an  FTE  cap  reduction.  The 
commenter  stated  that,  for  hospitals  that 
have  merged,  the  year  with  the  highest 
reference  resident  level  may  not  be  the 
same  year  for  all  of  the  hospitals.  The 
commenter  believed  that,  to  ensure 
there  is  the  smallest  reduction  in 
hospitals’  resident  caps,  the  Secretary 
should  permit  different  cost  reporting 
periods  to  be  used  (as  long  as  all  of  the 
years  are  within  the  periods 
contemplated  by  section  5003)  when  the 
hospital’s  FTE  counts  and  caps  are 
combined  to  determine  whether  the 
merged  facility  should  receive  a  cap 
reduction.  The  commenter  further 
believed  that  the  final  rule  should 
address  the  treatment  of  hospitals  that 
merged  during  the  three  most  recent 
cost  reporting  periods  ending  before 
March  23,  2010.  Commenters  slated  that 
the  same  policy  that  was  proposed  for 
hospitals  that  merge  on  or  after  March 
23,  2010,  should  apply  to  hospitals  that 
merged  prior  to  March  23,  2010,  as  long 
as  the  merger  occurred  in  any  of  the 
three  most  recent  cost  reporting  periods 
ending  before  March  23,  2010. 

Response:  Although  we  had  proposed 
to  apply  the  proposed  policy  to 
hospitals  that  had  merged  on  or  after 
March  23,  2010,  after  consideration  of 
the  public  comments  we  received,  we 
believe  the  policy  does  not  need  to  be 
applied  to  hospitals  that  merge  on  or 
after  March  23,  2010.  In  fact,  where  two 
hospitals  have  three  separate  cost 
reporting  periods  that  can  be  used  to 
determine  the  hospitals’  reference 
resident  levels,  we  will  determine  the 
highest  reference  resident  level  and  the 
otherwise  applicable  resident  limit  for 
each  hospital  separately,  and  then 
combine  the  determinations  of  any 
excess  to  apply  to  the  merged  hospitals, 
effective  July  1,  2011.  However,  where 
for  either  1  or  2  of  the  3  years  used  to 
determine  the  reference  resident  level, 
the  hospitals  had  merged,  it  will  be 
necessary  to  determine  3  years  of  data 
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as  if  those  hospitals  had  merged  during 
all  of  those  3  years.  In  this  final  rule,  we 
are  revising  the  policy  to  reflect  these 
changes. 

9.  Application  of  Section  5503  to 
Hospitals  That  File  Low  Utilization 
Medicare  Cost  Reports 

In  general,  section  5503  of  the 
Affordable  Care  Act  applies  to 
Medicare-participating  hospitals  that 
train  residents  in  approved  residency 
training  programs.  However,  some 
Medicare-participating  hospitals  may 
choose  to  submit  low  utilization  cost 
reports.  These  low  utilization  cost 
reports  may  not  contain  the  cost  report 
w'orksheet  that  is  used  to  calculate 
payments  for  direct  GME,  Worksheet  E- 
3  Part  IV.  That  is,  these  cost  reports  may 
not  contain  FTE  resident  count  and  cap 
information.  For  example,  because 
Medicare-participating  children’s 
hospitals  primarily  serve  a  non- 
Medicare  population  and,  therefore, 
receive  minimal  Medicare  payments, 
some  teaching  children’s  hospitals 
submit  low  utilization  cost  reports.  If  a 
children’s  hospital  files  a  low  utilization 
cost  report  in  a  given  cost  reporting 
period,  and  does  not  file  the  Worksheet 
E-3  Part  IV,  that  hospital  has  no  data  to 
determine  its  reference  resident  level.  In 
addition,  although  children’s  hospitals 
may  have  an  FTE  resident  “cap”  that  is 
applicable  for  purposes  of  the 
Children’s  Hospital  Graduate  Medical 
Education  (CHGME)  Payment  Program, 
administered  by  HRSA,  this  cap  is  not 
necessarily  used  for  Medicare  payment 
purposes.  Therefore,  in  the  August  3, 
2010  proposed  rule  (75  FR  46395),  we 
proposed  that  if  a  low  utilization 
hospital  does  not  have  a  cap  for 
Medicare  payment  purposes,  it  would 
not  be  subject  to  a  negative  cap 
reduction  under  section  5503.  In 
addition,  we  proposed  that  if  a  low 
utilization  hospital  does  have  a  cap  for 
Medicare  payment  purposes  (for 
example,  it  had  filed  a  regular  cost 
report  in  1996)  but  did  not  file 
Worksheet  E-3  Part  IV  as  part  of  its  cost 
report  in  all  of  its  three  most  recent  cost 
reporting  periods  ending  before  March 
23,  2010,  it  would  be  exempt  from  cap 
reduction.  In  addition,  we  proposed  that 
if  a  low  utilization  hospital  has  a  cap  for 
Medicare  payment  purposes  and  filed 
Worksheet  E-3  Part  IV  in  at  least  one  of 
its  three  most  recent  cost  reports  ending 
before  March  23,  2010,  the  Medicare 
contractor  would  determine,  based  on 
the  data  of  the  available  cost  reports 
with  Worksheet  E-3  Part  IV,  whether  a 
cap  reduction  is  necessary  under  section 
1886(h)(8)(A)(i)  of  the  Act. 

For  those  low  utilization  hospitals 
that  have  an  FTE  cap  for  Medicare 


payment  purposes  and  have  filed 
Worksheet  E-3  Part  IV  in  any  of  the 
three  most  recent  cost  reporting  periods 
ending  before  March  23,  2010,  we 
proposed  that  in  determining  whether, 
and  by  how  much,  that  low  utilization 
hospital’s  cap  inay  be  reduced,  we 
would  use  the  same  methodology  that 
we  proposed  to  use  for  other  Medicare- 
participating  teaching  hospitals.  In 
addition,  for  purposes  of  section 
1886(h)(8)(B)  of  the  Act,  we  proposed 
that  a  low  utilization  hospital  would  be 
eligible  to  apply  for  an  increase  in  its 
FTE  resident  cap  under  section 
1886(h)(8)(B)  of  the  Act,  subject  to  the 
same  demonstrated  likelihood  and 
evaluation  criteria  proposed  for  all  other 
hospitals.  However,  as  explained  further 
below  in  this  preamble,  section 
1886(h)(8)(B)(ii)  of  the  Act,  as  added  by 
section  5503(a)(4)  of  the  Affordable  Care 
Act,  specifies  certain  requirements  and 
thresholds  that  a  hospital  that  receives 
additional  slots  must  meet  in  order  to 
retain  those  slots.  One  requirement  is 
that  the  hospital  must  ensure  that,  for  a 
5-year  period,  its  number  of  FTE 
primary  care  residents  is  not  less  than 
the  average  number  of  FTE  primary  care 
residents  during  the  three  most  jecent 
cost  reporting  periods  ending  prior  to 
March  23,  2010.  Accordingly,  in  the 
August  3,  2010  proposed  rule  (75  FR 
46396),  we  proposed  that  an  applying 
children’s  hospital  must  meet  the  same 
documentation  requirements  to 
establish  this  primary  care  average  as 
other  applying  hospitals,  which  would 
mean  that  the  children’s  hospital  must 
have  submitted  a  Worksheet  E-3,  Part 
IV  with  its  Medicare  cost  report  for 
those  three  most  recent  cost  reporting 
periods  ending  prior  to  March  23,  2010. 
Furthermore,  we  proposed  that,  in  order 
to  receive  an  increase  in  its  FTE  resident 
cap  under  section  1886(h)(8)(B)  of  the 
Act,  effective  July  1,  2011,  in  addition 
to  complying  with  the  proposed 
application  requirements  as  described 
in  this  preamble,  the  hospital  would  be 
required  to  file  Worksheet  E-3,  Part  IV, 
with  its  Medicare  cost  report  for  its  cost 
reporting  period  that  includes  July  1, 
2011,  through  and  including  its  cost 
reporting  period  that  includes  June  30, 
2016  (that  is,  the  5-year  period).  We 
proposed  thal  the  low  utilization 
hospital  must  meet  this  requirement 
because  section  1886(h)(8)(B)  of  the  Act 
is  intended  to  allow  a  hospital  to 
increase  its  FTE  counts  for  purposes  of 
Medicare  GME  payments.  We  do  not 
believe  it  would  be  appropriate  to  grant 
an  increase  in  a  hospital’s  FTE  resident 
cap  under  section  1886(h)(8)(B)  of  the 
Act  jf  the  hospital  does  not  use  the  slots 
for  Medicare  purposes  (but  only,  for 


example,  for  purposes  of  the  CHGME 
Payment  Program)  as.would  be 
evidenced  by  not  filing  a  Worksheet  E- 
3,  Part  IV.  Moreover,  as  explained 
further  below,  we  are  required  imder 
.sections  1886(h)(8)(B)(ii)  and 
1886(h)(8)(B)(iii)  of  the  Act  to  ensure  i 
certain  levels  of  primary  care  or  general 
surgery  training,  and  the  information  in 
Worksheet  E-3,  Part  IV,  would  be 
necessary  for  that  purpose. 

Comment:  Commenters  supported  the 
proposed  policy  that  if  a  low  utilization 
hospital  does  not  have  a  cap  for 
Medicare  payment  purposes  or  did  not 
file  Worksheet  E-3,  Part  IV,  in  any  of  its 
three  most  recent  cost  reporting  periods 
ending  before  March  23,  2010,  it  would 
be  exempt  from  a  cap  reduction.  One 
commenter  encouraged  CMS  to  consider 
the  differences  in  the  patients  that 
children’s  hospitals  serve  as  well  as  the 
unique  relationship  children’s  hospitals 
have  with  both  the  Medicare  GME  and 
CHGME  programs  as  CMS  makes 
decisions  about  redistribution  of  slots. 
Specifically,  the  commenter 
recommended  that  low  or  no-filer 
children’s  hospitals  that  meet  all  the 
other  criteria  should  be  eligible  to  apply 
for  additional  slots  even  if  they  have  not 
submitted  Worksheet  E-3,  Part  IV  over 
the  past  3  years,  as  this  will  allow 
children’s  hospitals  the  opportunity  to 
expand  primary  care  and  general 
surgery  programs. 

Response:  We  thank  the  commenters 
for  their  support  of  the  proposed  policy. 
In  this  final  rule,  we  are  finalizing  a 
policy  regarding  low  utilization 
hospitals  such  that  if  a  low  utilization 
hospital  does  not  have  a  cap  for 
Medicare  payment  purposes  or  did  not 
file  Worksheet  E-3,  Part  IV  for  any  of  its 
three  most  recent  cost  reporting  periods 
ending  before  March  23,  2010,  for  which 
a  cost  report  has  been  settled  or 
submitted  to  the  Medicare  contractor  by 
March  23,  2010,  that  low  utilization 
hospital  would  be  exempt  from  a  cap 
reduction.  We  are  finalizing  the  policy 
that  if  a  low  utilization  hospital  has  a 
cap  for  Medicare  payment  purposes  and 
filed  Worksheet  E-3,  Part  IV  in  at  least 
one  of  its  three  most  recent  cost  reports 
ending  before  March  23,  2010,  for  which 
a  cost  report  has  been  settled  or  has 
been  submitted  to  the  Medicare 
contractor  by  March  23,  2010,  the 
Medicare  contractor  would  determine, 
based  on  the  data  of  the  available  cost 
reports  with  Worksheet  E-3,  Part  IV, 
whether  a  cap  reduction  is  necessary 
under  section  1886(h)(8)(A)(i)  of  the 
Act.  For  purposes  of  section 
1886(h)(8)(B)  of  the  Act,  we  proposed 
that  a  low  utilization  hospital  would  be 
eligible  to  apply  for  an  increase  in  its 
FTE  resident  cap  under  section 
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1886(h)(8)(B)  of  the  Act,  subject  to  the 
same  demonstrated  likelihood  and 
evaluation  criteria  proposed  for  all  other 
hospitals.  As  explained  further  in  this 
preamble,  section  1886(h)(8)(B)(ii)  of  the 
Act,  as  added  by  section  5503(a)(4)  of 
the  Affordable  Care  Act,  specifies 
certain  requirements  and  thresholds  that 
a  hospital  that  receives  additional  slots 
must  meet  in  order  to  retain  those  slots. 
One  requirement  is  that  the  hospital 
must  ensure  for  a  5-year  period  that  its 
number  of  FTE  primary  care  residents  is 
not  less  than  the  average  number  of  FTE 
primary  care  residents  during  the  three 
most  recent  cost  reporting  periods 
ending  prior  to  March  23,  2010. 

In  response  to  the  commenter’s 
recommendation  that  low  or  no  filer 
children’s  hospitals  that  meet  all  the 
other  criteria  should  be  eligible  to  apply 
for  additional  slots  even  if  they  had  not 
submitted  Worksheet  E-3,  Part  IV  over 
the  past  3  years,  we  are  changing  our 
proposed  policy  in  this  final  rule  to 
allow  a  low  utilization  hospital  to  be 
eligible  to  apply  for  an  increase  in  its 
FTE  resident  cap  if  it  submitted  by 
March  23,  2010,  at  least  one  cost  report 
(instead  of  three  tost  reports)  that 
includes  Worksheet  E-3,  Part  IV  for  cost 
reporting  periods  ending  prior  to  March 
23,  2010.  Therefore,  in  determining 
whether,  in  its  5-year  period  of  July  1, 
2011  through  June  30,  2016,  the 
hospital’s  number  of  primary  care 
residents  is  not  less  than  a  baseline 
amount,  that  baseline  amount  must 
include  at  least  one  cost  report  that 
includes  Worksheet  E-3,  Part  IV  for  a 
cost  reporting  period  ending  prior  to 
March  23,  2010,  that  was  submitted  by 
March  23,  2010.  If  the  low'  utilization 
hospital  submits  more  than  one  cost 
report,  the  baseline  amount  will  be 
based  on  an  average  of  those  cost  reports 
(up  to  3  years).  In  addition,  we  proposed 
a  general  requirement  that  all  applicants 
must  submit  copies  of  their  most  recent 
as  filed  Worksheet  E-3,  Part  IV  for 
direct  GME,  Worksheet  E,  Part  A  for 
IME  (which  would  not  apply  for 
children’s  hospitals),  and  if  the  hospital 
received  slots  under  section  422  of  the 
MM  A,  Worksheet  E-3,  Part  VI  as  well 
(75  FR  46399  and  46420).  In  this  final 
rule,  as  explained  further  below,  under 
the  Demonstrated  Likelihood  Criteria, 
■applicants  are  also  required  to  submit 
copies  of  these  same  worksheets  from 
the  cost  report  that  was  most  recently 
submitted  to  the  Medicare  contractor  by 
March  23,  2010.  Secondly,  we  proposed 
that,  in  order  to  receive  an  increase  in 
its  FTE  resident  cap  under  section 
1886(h)(8)(B)  of  the  Act,  effective  July  1, 
2011,  in  addition  to  complying  with  the 
proposed  application  requirements  as 


described  in  this  preamble,  the  hospital 
must  file  Worksheet  E-3,  Part  IV,  with 
its  Medicare  cost  report  for  cost 
reporting  periods  that  include  July  1, 

2011,  through  and  including  its  cost 
reporting  period  that  includes  June  30, 
2016  (that  is,  the  5-year  period).  In  this 
final  rule,  we  are  finalizing  these 
requirements  for  low  utilization 
hospitals,  without  modification,  and  we 
are  clarifying  that  a  cost  report  or 
reports  that  would  be  used  to  determine 
whether  a  low  utilization  hospital 
would  receive  a  cap  reduction,  would 
be  a  cost  report  that  has  been  settled  or 
submitted  (subject  to  audit)  to  the 
Medicare  contractor  by  March  23,  2010. 

10.  Treatment  of  Hospitals  with  Caps 
That  Have  Been  Reduced  or  Increased 
Under  Section  422  of  Public  Law  108- 
173 

For  purposes  of  implementation  of 
section  5503(a)  of  the  Affordable  Care 
Act,  section  1886(h)(8)(H)(iii)  of  the  Act 
states  that  the  term  “otherwise 
applicable  resident  limit,”  means,  “with 
respect  to  a  hospital,  the  limit  otherwise 
applicable  under  subparagraphs  (F)(i) 
and  (H)  of  paragraph  (4)  on  the  resident 
level  for  the  hospital  determined 
without  regard  to  this  paragraph  but 
taking  into  account  paragraph  (7)(A).” 

As  noted  earlier  in  this  preamble, 
section  1886(h)(7)(A)  of  the  Act,  as 
added  by  section  422  of  Public  Law 
108-173,  provided  for  reductions  to 
hospitals’  caps  if  the  hospitals  were 
training  a  number  of  residents  below 
their  FTE  resident  caps  during  the 
■relevant  reference  period,  and  for  a 
“redistribution”  that  increased  the  FTE 
resident  caps  for  certain  hospitals. 
Although  sections  1886(h)(4)(F)(i)  and 
1886(h)(4)(H)  of  the  Act  refer  to 
paragraph  (7),  which  includes  both  cap 
reductions  and  increases  made  pursuant 
to  section  422  of  Public  Law  108-173, 
we  believe  that  specific  mention  of  only 
paragraph  (7)(A),  which  refers  to  cap 
reductions  made  under  section  422, 
gives  the  Secretary  the  authority  to  only 
take  into  account  the  reductions  made 
to  hospitals’  caps  under  section 
1886(h)(7)(A)  pf  the  Act,  for  purposes  of 
implementing  section  1886(h)(8)(A)(i)  of 
the  Act.  That,  is,  we  believe  specific- 
mention  of  paragraph  (7)(A)  is  meant  to 
provide  that  in  determining  a  hospital’s 
otherwise  applicable  resident  limit,  the 
Secretary  should  take  into  account  any 
reductions  to  its  reference  resident  level 
made  under  section  1886(h)(7)(A)  of  the 
Act  to  determine  whether  a  cap 
reduction  under  section  1886(h)(8)(A)(i) 
of  the  Act  is  necessary.  Furthermore, 
section  1886(h)(8)(H)(i)  of  the  Act 
requires  that,  for  purposes  of 
determining  the  reference  resident  level. 


the  Secretary  is  required  to  consider  the 
hospital’s  three  most  recent  cost 
reporting  periods  ending  prior  to  March 
23,  2010,  that  have  been  settled  (or,  if 
not,  submitted  (subject  to  audit)),  as 
determined  by  the  Secretary.  In 
addition,  we  note  that  increases  made 
under  section  1886(h)(7)(B)  of  the  Act 
were  effective  for  portions  of  cost 
reporting  periods  beginning  on  or  after 
July  1,  2005,  and  that  some  hospitals 
may  still  be  filling  their  residency 
training  programs  with  FTE  resident 
slots  gained  under  section  1886(h)(7)(B) 
of  the  Act,  during  what  may  be  their 
reference  cost  reporting  period  for 
purposes  of  section  1886(h)(8)(A)(i)  of 
the  Act.  Therefore,  we  believe  that  it 
would  be  inappropriate  to  include 
increases  made  under  section 
1886(h)(7)(B)  of  the  Act  in  determining 
the  hospital’s  reference  resident  level 
for  purposes  of  cap  reductions  under 
section  1886(h)(8)(A)(i)  of  the  Act. 
Hospitals  that  received  increases  to  their 
caps  under  section  1886(h)(7)(B)  of  the 
Act  may  still  be  “building”  their 
residency  programs  using  the  additional 
FTE  resident  slots  they  received  under 
section  1886(h)(7)(B)  of  the  Act. 
Therefore,  it  would  be  premature  to 
remove  any  of  those  FTE  resident  slots. 
Accordingly,  in  the  August  3,  2010 
proposed  rule  (75  FR  46396),  we 
proposed  that,  in  determining  whether  a 
cap  reduction  is  necessary  under  section 
1886(h)(8)(A)(i)  of  the  Act,  we  would 
compare  the  hospital’s  FTE  resident 
count  for  its  reference  period  to  its  FTE 
resident  cap,  as  adjusted  under  section 
1886(h)(7)(A)  of  the  Act.  We  proposed 
that  we  would  not  consider  any 
increases  to  its  resident  cap  a  hospital 
may  have  received  under  section 
1886(h)(7)  of  the  Act. 

Comment:  Commenters  supported  the 
proposed  policy  to  compare  a  hospital’s 
reference  resident  level  to  its  cap  as 
reduced  under  section  422  for  purposes 
of  determining  whether  the  hospital 
should  receive  a  cap  reduction.  One 
commenter  requested  that  CMS  confirm 
that  its  reference  in  the  proposed 
§§412.105(f)(iv)(B)(2)  and  (C)(2)  to 
paragraph  “(f)(l)(E)(iv)(B)(l)”  is  a 
typographical  error  and  the  reference 
should  be  to  paragraph  “(f)(l)(iv)(B)(l).” 

Response:  The  commenter  is  correct 
that  we  made  a  typographical  error  and 
the  cross-reference  in 
§412.105(f)(iv)(B)(2)  should  be  changed 
from  paragraph  “(fi(l)(E)(iv)(B)(l)”  to 
paragraph  “(fl(l)(iv)(B)(l).”  We  are  not 
making  any  reference  to  paragraph 
(f)(l)(iv)(B)(l)  in  §412.105(f)(l)(iv)(C)(2) 
because  it  is  possible  that  a  hospital 
may  not  have  received  a  cap  reduction 
either  under  section  1886(h)(7)(A)  or 
section  1886(h)(8)(A)  of  the  Act.  We  are 
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making  these  corrections  to  the 
regulations  in  this  final  rule.  We 
appreciate  the  commenters’  support  of 
our  proposed  policy  regarding  treatment 
of  hospitals’  caps  as  reduced  under 
section  422.  We  are  finalizing  our 
treatment  of  hospitals’  caps  as  reduced 
under  section  422  as  proposed. 

11.  Criteria  for  Determining  Hospitals 
That  Will  Receive  Increases  in  Their 
FTE  Resident  Caps 
Generally,  under  section 
1886(hK8)(A)  of  the  Act,  as  added  hy 
section  5503(a)(4)  of  the  Affordable  Care 
Act,  the  Secretary  is  to  reduce  the  FTE 
resident  caps  for  hospitals  that  were 
training  a  number  of  residents  below 
their  otherwise  applicable  resident  limit 
in  the  reference  period  by  65  percent  of 
the  “excess”  resident  slots.  Under 
section  1886(h)(8)(B)  of  the  Act,  the 
Secretary  is  to  “redistribute”  the 
estimated  number  of  FTE  reductions 
under  section  1886(h)(8)(A)  of  the  Act  to 
increase  the  FTE  resident  caps  for  use 
by  other  hospitals.  Under  section 
1886(h)(8)(B)(i)  of  the  Act,  the  Secretary 
is  authorized  to  increase  the  otherwise 
applicable  FTE  resident  cap  for  each 
qualifying  hospital  that  submits  a  timely 
application  by  a  number  that  the 
Secretary  may  approve,  for  portions  of 
cost  reporting  periods  occurring  on  or 
after  July  1, 2011.  In  implementing 
section  1886(h)(8)(B)  of  the  Act,  we  note 
the  difficulty  in  deciding  how  to 
prioritize  hospitals’  requests  when 
redistributing  unused  resident  slots. 
Therefore,  in  addition  to  some 
considerations  and  priorities  in 
redistribution  that  are  specified  in 
section  5503  of  the  Affordable  Care  Act, 
in  the  August  3,  2010  proposed  rule  (75 
FR  46396),  we  proposed  certain 
additional  criteria  that  we  believe 
would  allow  for  an  objective  decision¬ 
making  process. 

Section  1886(h)(8)(B)  of  the  Act,  as 
added  by  section  5503  of  the  Affordable 
Care  Act,  establishes  certain  parameters 
in  the  statutory  language  for  hospitals  to 
meet  to  qualify  to  receive  increases  in 
their  FTE  resident  caps.  First,  section 
1886(h)(8)(B)(i)  of  the  Act  states  that  the 
aggregate  number  of  increases  in  the 
otherwise  applicable  resident  limits 
(caps)  shall  be  equal  to  the  aggregate 
reduction  in  the  resident  limits 
determined  under  section  1886(h)(8)(A) 
of  the  Act  as  estimated  by  the  Secretary 
(as  discussed  in  section  XXI.D.  of  this 
preamble).  Section  1886(h)(8)(F)  of  the 
Act  states  that  in  no  case  will  any 
hospital  receive  an  FTE  cap  increase  of 
more  than  75  FTE  positions  as  a  result 
of  the  redistribution.  In  addition, 
section  1886(h)(8)(C)  of  the  Act  specifies 
that,  in  determining  which  hospitals 


will  receive  the  increases  to  their  FTE 
resident  caps,  the  Secretary  is  required 
to  take  into  account  the  demonstrated 
likelihood  that  the  hospital  would  be 
able  to  fill  the  position(s)  within  the 
first  three  cost  reporting  periods 
beginning  on  or  after  July  1,  2011,  and 
whether  the  hospital  has  an  accredited 
rural  training  track  program. 

In  setting  up  an  application  process 
for  hospitals  to  apply  for  FTE  resident 
cap  increases  from  the  redistribution 
pool  (discussed  in  section  XXI.D. 12.  of 
this  preamble),  in  the  August  3,  2010 
proposed  rule  (75  FR  46397),  we 
proposed  to  consider  the  “demonstrated 
likelihood”  criterion  under  section 
1886(h)(8)(C)(i)  as  an  eligibility  criterion 
that  a  hospital  must  meet  in  order  for 
CMS  to  further  consider  the  hospital’s 
application  for  an  increase  in  its  FTE 
resident  cap.  We  proposed  that  a 
hospital  would  meet  the  “demonstrated 
likelihood”  criterion  by  demonstrating 
that  it  is  either  already  training  a 
number  of  FTE  residents  at  or  in  excess 
of  its  current  FTE  caps  ((ME  and  direct 
GME  FTE  caps,  respectively,  including 
any  applicable  section  422  cap  add-on], 
or  that  it  does  not  have  sufficient  room 
under  its  current  FTE  caps  to 
accommodate  a  planned  new  program 
or  expansion  of  an  existing  program.  We 
indicated  that  we  believe  it  is 
appropriate  to  consider  a  hospital’s 
“demonstrated  likelihood”  as  a 
requirement  because  we  believe  such 
hospitals  will  be  best  positioned  to 
make  immediate  and  efficient  use  of  any 
FTE  cap  increase,  and  thereby,  to  use 
any  resulting  increase  in  Medicare  GME 
payments  to  train  the  physician 
workforce  that  will  provide  care  to 
Medicare  beneficiaries.  Thus,  we 
proposed  that,  in  order  to  be  eligible  for 
consideration  for  an  increase  under 
section  1886(h)(8)(B)  of  the  Act,  a 
hospital  must  first  demonstrate  the 
likelihood  that  it  will  able  to  fill  the 
slots  within  the  first  three  cost  reporting 
periods  beginning  on  or  after  July  1, 
2011,  by  meeting  at  least  one  of  the 
following  three  criteria  and  by 
providing  documentation  that  it  meets 
the  criterion  in  its  application  for  an 
increase  to  its  FTE  resident  cap: 

•  Demonstrated  Likelihood  CrJterion 
1.  The  hospital  does  not  have  sufficient 
room  under  its  current  FTE  cap  for  a 
new  residency  program  that  it  intends  to 
establish  on  or  after  July  1,  2011  (that 
is,  a  newly  approved  program  that 
begins  training  residents  at  any  point 
within  the  hospital’s  first  three  cost 
reporting  periods  beginning  on  or  after 
July  1,  2011).  Under  this  criterion,  the 
hospital  would  select  one  of  the 
following: 


(1)  Hospital  will  establish  a  newly 
approved  residency  program.  (Under 
this  selection,  the  hospital  would  be 
required  to  check  at  least  one  of  the 
following,  if  applicable): 

□  Application  for  approval  of  the 
new  residency  program  has  been 
submitted  to  the  ACGME,  AOA,  or  the 
ABMS  by  December  1,  2010.  (The 
hospital  would  be  required  to  attach  a 
copy.) 

□  The  hospital  has  submitted  an 
institutional  review  document  or 
program  information  form  concerning 
the  new  program  in  an  application  for 
approval  of  the  new  program  by 
December  1,  2010.  (The  hospital  would 
be  required  to  attach  a  copy.) 

□  The  hospital  has  received  written 
correspondence  from  the  ACGME,  AOA, 
or  ABMS  acknowledging  receipt  of  the 
application  for  the  new  program,  or 
other  types  of  communication  from  the 
accrediting  bodies  concerning  the  new 
program  approval  process  (such  as 
notification  of  site  visit).  (The  hospital 
would  be  required  to  attach  a  copy.) 

(2)  Hospital  will  likely  fill  the  slots 
requested.  (The  hospital  would  be 
required  to  select  at  least  one  of  the 
following,  if  applicable.) 

□  'The  hospital  does  not  have 
sufficient  room  under  its  FTE  cap,  and 
the  hospital’s  existing  residency 
programs  had  a  combined  resident  fill 
rate  of  at  least  85  percent  in  each  of 
program  years  2007  through  2009.  (The 
hospital  would  be  required  to  attach 
documentation.) 

□  The  hospital  does  not  have 
sufficient  room  under  its  FTE  cap,  and 
the  specialty  program  for  which  the 
hospital  is  applying  has  a  resident  fill 
rate  either  nationally,  within  the  State, 
or  within  the  CBSA  in  which  the 
hospital  is  located,  of  at  least  85 
percent.  (The  hospital  would  be 
required  to  attach  documentation.) 

•  Demonstrated  Likelihood  Criterion 
2.  The  hospital  does  not  have  sufficient 
room  under  its  FTE  cap,  and  the 
hospital  intends  to  use  the  additional 
FTEs  to  expand  an  existing  residency 
training  program  within  the  hospital’s 
first  three  cost  reporting  periods 
beginning  on  or  after  July  1,  2011. 

(1)  Hospital  intends  to  expand  an 
existing  program.  Under  this  selection, 
the  hospital  would  be  required  to  check 
at  least  one  of  the  following,  if 
applicable: 

□  The  appropriate  accrediting  body 
(the  ACGME,  AOA,  or  ABMS)  has 
approved  the  hospital’s  expansion  of  the 
number  of  FTE  residents  in  the  program. 
(The  hospital  would  be  required  to 
attach  documentation.) 

□  The  American  Osteopathic 
Association  Residency  Match  Program 
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has  accepted  or  will  be  accepting  the 
hospital’s  participation  in  the  match  for 
the  existing  program  that  will  include 
additional  resident  slots  in  that 
residency  training  program.  (The 
hospital  would  be  required  to  attach 
documentation.) 

□  The  hospital  has  submitted  an 
institutional  review  document  or 
program  information  form  for  the 
expansion  of  the  existing  residency 
training  program  by  December  1,  2010. 
(The  hospital  would  be  reqpired  to 
attach  documentation.) 

(2)  Hospital  will  likely  fill  the  slots  of 
the  expanded  existing  residency 
program.  Under  this  selection,  the . 
hospital  would  be  required  to  check  at 
least  one  of  the  following,  if  applicable: 

□  The  hospital  does  not  have 
sufficient  room  under  its  FTE  cap,  and 
the  hospital  has  other  previously 
established  residency  programs,  with  a 
resident  fill  rate  of  at  least  85  percent  in 
each  of  program  years  2007  through 
2009.)  (The  hospital  would  be  required 
to  attach  documentation.) 

□  The  hospital  does  not  have 
sufficient  room  under  its  FTE  cap,  and 
the  hospital  is  ex.panding  an  existing 
program  in  a  particular  specialty  with  a 
resident  fill  rate  either  nationally, 
within  the  State,  or  within  the  CBSA  in 
which  the  hospital  is  located,  of  at  least 
85  percent.  (The  hospital  would  be 
required  to  attach  documentation.) 

•  Demonstrated  Likelihood  Criterion 
3.  The  hospital  is  applying  for  an 
increase  in  its  FTE  resident  cap  because 
the  hospital  is  already  training  residents 
in  an  existing  residency  training 
program(s)  in  excess  of  its  direct  GME 
FTE  cap  or  IME  FTE  cap,  or  both.  The 
hospital  would  be  required  to  attach 
copies  of  each  of  the  following: 

— Copies  of  the  Medicare  cost  reports 
that  have  been  most  recently 
submitted  to  the  Medicare  contractor 
on  or  by  July  1,  2010,  documenting  on 
Worksheet  E,  Part  A,  Worksheet  E-3, 
Part  IV,  and  Worksheet  E-3,  Part  VI, 
the  resident  counts  and  FTE  resident 
caps  for  both  direct  GME  and  IME  for 
the  relevant  cost  reporting  periods. 

— Copies  of  the  2010  residency  match 
information  concerning  the  number  of 
residents  at  the  hospital  in  its  existing 
programs  (that  is,  all  programs,  not 
.  only  the  ones  for- which  the  hospital 
may  be  requesting  more  slots). 

— Copies  of  the  most  recent 
accreditation  letters  on  all  of  the 
hospital’s  training  programs  in  which 
the  hospital  trains  and  counts  FTE 
residents  for  direct  GME  and  IME. 

In  the  August  3,  2010  proposed  rule, 
we  proposed  that  each  hospital 
applying  for  an  increase  under  section 


1886(h)(8)(B)(i)  of  the  Act  would  be 
required  to  meet  at  least  one  of  the 
above  criteria  in  order  to  demonstrate 
the  likelihood  that  it  will  be  able  to  fill 
the  additional  slots  associated  with  any 
increase  in  the  hospital’s  FTE  resident 
cap  within  the  first  three  cost  reporting 
periods  beginning  on  or  after  July  1, 

2011.  In  other  words,  each  hospital  that 
wishes  to  apply  for  an  increase  in  its 
FTE  resident  cap,  as  a  preliminary 
matter,  would  be  required  to  meet  the 
“demonstrated  likelihood”  criterion  in 
order  for  GMS  to  further  consider  the 
hospital’s  application  for  an  increase  in 
its  FTE  resident  cap. 

Although  a  hospital  might  be 
applying  for  additional  slots  for  more 
than  one  specialty  program,  each 
application  by  a  hospital  must  be 
program-specific.  That  is,  the  hospital 
would  be  required  to  complete  a 
separate  CMS  evaluation  form  for  each 
program  and  to  demonstrate  the 
likelihood  of  filling  thfe  slots  in  each 
program.  However,  in  accordance  with 
our  general  policy  with  respect  to  FTE 
resident  caps,  increases  in  hospital’s 
FTE  resident  caps  under  section 
1886(h)(8)(B)(i)  of  the  Act  for  direct 
GME  and  IME,  once  granted  to  a 
hospital,  would  no  longer  be  program- 
specific.  Rather,  the  hospital’s  adjusted 
FTE  resident  caps  would  be  applied  to 
the  hospital’s  F'TE  resident  counts, 
including  any  residents  the  hospital 
trains.  However,  we  noted,  that  for  FTE 
residents  counted  as  a  result  of  an 
increase  in  the  FTE  resident  caps  under 
section  422  of  Public  Law  108-173, 
payment  is  calculated  separately  for 
direct  GME  purposes  using  the  national 
average  PRA  and,  for  IME  purposes 
using  a  multiplier  of  0.66.  If  a  hospital 
receives  an  increase  to  its  FTE  resident 
cap(s)  under  section  5503  of  the 
Affordable  Care  Act,  and  also  received 
a  cap  increase  under  section  422,  we 
proposed  that  the  hospital  would  first 
assess  whether  it  is  training  a  number  of 
residents  in  excess  of  its  combined  1996 
FTE  and  section  5503  caps  and,  only  if 
its  number  of  FTE  residents  still  exceeds 
this  combined  cap  would  the  separate 
422  payment  rates  be  applied  to  the 
excess  FTEs  for  IME  and  direct  GME 
respectively.  Nevertheless,  while  the 
slots  a  hospital  would  receive  under 
section  1886(h)(8)(B)(i)  of  the  Act  for 
direct  GME  and  IME,  once  granted  to  a 
hospital,  would  no  longer  be  program- 
specific,  the  hospital  that  receives  the 
slots  must  comply  with  the 
requirements  specified  at  section 
1886(h)(8)(B)(ii)  of  the  Act  for  a  5-year 
period;  that  is,  maintaining  the  primary 
care  average  and  the  75-percent 
threshold.  In  addition,  we  note  that 


because  of  the  75-percent  threshold,  a 
hospital  cannot  apply  for  slots  under 
section  5503  only  for  a  non-primary  care 
program  (other  than  general  surgery). 
However,  a  hospital  could  apply  for 
slots,  and  demonstrate  that  it  needs  75 
percent  of  those  slots  to  start  or  expand 
a  particular  primary  care  (or  general 
surgery)  program,  and  that  it  needs  25 
percent  of  those  slots  for  use  in  a 
particular  nonprimary  care  program. 
However,  the  hospital’s  request  for  each 
program  will  be  evaluated  separately. 

The  hospital’s  request  for  slots  to  start 
or  expand  a  particular  primary  care  (or . 
general  surgery)  program  could  receive 
some  points  under  the  Evaluation 
Criteria,  and  may  be  fulfilled,  while  the 
hospital’s  request  for  slots  for  usje  in  a 
non-primary  care  program  would  not 
receive  any  points  and  would  be  ranked 
last  after  all  other  applications  for 
primary  care  or  general  surgery 
programs.  For  example,  a  hospital  could 
apply  for  a  total  of  4  slots;  3,  or  75 
percent,  for  use  in  starting  a  geriatrics 
fellowship  program  (5  points  under 
Evaluation  Criterion  Two),  and  1,  or  25 
perqent,  to  be  used  to  add  a  Vascular  & 
Interventional  Radiology  fellow  (0 
points).  The  hospital  would  likely  be 
awarded  three  slots  for  geriatrics,  but 
the  chances  that  it  would  also  he 
rewarded  one  slot  for  the  Vascular  & 
Interventional  Radiology  fellow  are  very 
slim,  as  the  request  for  this  program 
would  be  ranked  last  after  all  requests 
for  primary  care  or  general  surgery 
programs. 

For  purposes  of  the  application  for  the 
increase  to  the  FTE  caps  under  section 
1886(h)(8)(B)(i)  of  the  Act,  we  proposed 
to  define  “national  fill  rate”  for  each 
academic  year,  as  we  did  when 
implementing  section  422  of  Public  Law 
108-173.  That  is,  we  defined  “national 
fill  rate”  as  the  number  of  residents 
training  in  a  program  nationally  as 
compared  to  the  number  of  accredited 
slots  in  that  program  as  of  June  30  of 
that  year.  This  information  is  available 
from  the  ACGME  and  the  AOA. 
Furthermore,  we  proposed  to  require 
that,  for  the  purposes  of  an  application 
for  an  increase  to  a  hospital’s  FTE 
resident  cap  under  section  1886(h)(8)(B) 
of  the  Act,  a  hospital  must  use  the  “fill 
rate”  for  the  most  recent  academic  year 
for  which  data  are  available. 

We  understand  that  hospitals  may 
train  fewer  residents  than  the  number  of 
available  accredited  slots  in  their 
approved  programs  due  to  reasons  other 
than  an  inability  to  fill  those  slots. 
Furthermore,  because  we  understand 
that  a  national  fill  rate  is  not  necessarily 
the  only  indicator  of  the  ability  of 
hospitals  to  fill  residency  positions  in 
its  CBSA  or  State,  and  there  may  be 
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characteristics  particular  to  a  region, 
such  as  population  density,  variety  of 
practice  settings,  or  access  to  technology 
or  procedures  that  may  allow  a  specified 
area  to  have  a  fill  rate  in  a  specific 
program  that  exceeds  the  program’s 
national  fill  rate,  we  proposed  several 
options  for  a  hospital  to  satisfy  the  “fill 
rate’”  criterion.  In  part,  as  when 
implementing  section  422  of  Public  Law 
108-173,  we  specified  that  the  fill  rate 
“threshold”  is  85  percent.  We  believe 
that  this  rate  will  reasonably  identify 
those  programs  that  are  likely  to  fill  FTE 
resident  positions  in  newly  approved  or 
expanded  programs  (while  providing 
some  latitude  to  account  for  other 
factors  that  affect  the  national  fill  rate), 
and  to  fully  utilize  an  increase  in  FTE 
resident  cap  slots  that  may  be  available 
under  section  1886(h)(8)(B)  of  the  Act  as 
added  by  section  5503  of  the  Affordable 
Care  Act.  We  proposed  that  a  hospital 
may  demonstrate  the  likelihood  of 
filling  FTE  resident  positions  associated 
with  a  possible  increase  in  its  FTE 
resident  cap  under  section  5503  by 
documenting  that  any  of  the  following 
applies  to  the  new  program  or  to  an 
expansion  of  an  existing  program: 

•  The  specialty  program  has  a 
resident  fill  rate  nationally,  across  all 
hospitals,  of  at  least  85  percent. 

•  The  specialty  program  has  a 
resident  fill  rate  within  the  State  in 
which  the  hospital  is  located  of  at  least 
85  percent. 

•  If  the  hospital  is  located  within  an 
urban  CBSA,  the  specialty  program  has 
a  resident  fill  rate  within  the  CBSA  of 
at  least  85  percent. 

For  the  purposes  of  demonstrating  the 
likelihood  of  filling  FTE  resident 
positions  under  section  1886(h)(8)(C)(i) 
of  the  Act,  as  added  by  section  5503,  we 
proposed  that  “national  fill  rate”  means, 
for  the  most  recent  academic  year  for 
which  data  is  available,  the  number  of  . 
residents  training  in  a  program 
nationally  (combined  allopathic  and 
osteopathic  residents)  compared  to  the 
number  of  accredited  slots  in  that 
program  nationally  as  of  June  30  of  that 
year.  The  proposed  Demonstrated 
Likelihood  Criterion  1  and 
Demonstrated  Likelihood  Criterion  2 
also  allow  a  hospital  to  demonstrate  the 
likelihood  of  filling  the  requested  slots 
by  demonstrating  that  the  hospital’s 
existing  residency  programs  had  a 
“resident  fill  rate”  of  at  least  85  percent 
in  each  program  year  from  2007  through 

2009.  For  the  purpose  of  fulfilling  these 
demonstrated  likelihood  criteria,  we 
proposed  to  define  “resident  fill  rate”  to 
mean,  for  the  most  recent  academic  year 
for  which  data  is  available,  the  number 
of  residents  training  in  each  program  in 
total  at  a  particular  hospital  as 


compared  to  the  number  of  accredited 
slots  in  each  program  in  total  at  that 
hospital  as  of  June  30  of  that  year. 

We  also  understand  that,  for  certain 
programs,  because  of  the  length  of  the 
accreditation  process  and  a  relatively 
long  match  period,  a  hospital  may  be 
unable  to  accept  its  first  class  of  PGY— 

1  residents  until  July  1,  2012.  In  the 
August  3,  2010  proposed  rule  (75  FR 
46398  through  46399),  we  proposed  that 
the  hospital  may  still  apply  to  receive  a 
full  complement  of  residents  for  the  3 
years  beginning  July  1,  2012,  assuming  ' 
the  applicant  hospital  can  demonstrate 
the  likelihood  that  it  will  fill  the  slots 
relating  to  a  possible  increase  in  its  FTE 
resident  caps  under  section 
1886(h)(8)(B)(i).  However,  if  the 
applicant  hospital  does  not  demonstrate 
the  likelihood  that  it  will  fill  any  FTE 
slots  for  programs  described  by  the 
hospital  on  the  CMS  evaluation  form(s) 
at  any  point  within  the  hospital’s  first 
three  cost  reporting  periods  beginning 
on  or  after  July  1,  2011,  the  hospital 
would  not  be  eligible  for  further 
consideration  by  CMS  of  an  increase  to 
the  hospital’s  FTE  caps  under  section 
1886(h)(8)(B)(i).  Accordingly,  our 
proposed  Demonstrated  Likelihood 
Criterion  1  would  reflect  that  the 
hospital  does  not  have  sufficient  room 
under  its  FTE  cap  to  train  residents  in 
a  newly  approved  residency  program 
that  it  demonstrates  it  will  establish 
within  the  hospital’s  first  three  cost 
reporting  periods  beginning  on  or  after 
July  1,  2011  (that  is,  a  newly  approved 
program  that  begins  training  residents  at 
any  point  within  the  hospital’s  first 
three  cost  reporting  periods  beginning 
on  or  after  July  1,  2011]”  (emphasis 
added). 

Under  Demonstrated  Likelihood 
Criterion  3,  we  proposed  to  allow  a 
hospital  that  is  already  training  a 
number  of  FTE  residents  in  an  existing 
residency  training  program(s)  in  excess 
of  its  direct  CME  FTE  cap  or  IME  FTE 
cap,  or  both,  to  meet  the  demonstrated 
likelihood  requirement.  In  order  to 
document  that  it  meets  this  criterion,  a 
hospital  would  be  required  to  submit 
copies  of  the  2010  “residency  match” 
information  concerning  the  number  of 
residents  the  hospital  has  in  an  existing 
program.  We  believed  the  most  recent 
match  information  could  indicate  that 
the  hospital  is  expected  to  take  in  more 
residents  than  the  number  of  cap  slots 
it  has  available.  For  purposes  of  the 
application  of  this  demonstrated 
likelihood  criterion,  we  proposed  to 
define  “residency  match”  as  a  national 
process  administered  by  the  National 
Residency  Matching  Program  (NRMP), 
including  the  NRMP’s  Specialties 
Matching  Service,  the  San  Francisco 


Matching  Program,  the  American 
Osteopathic  Association  Residency 
Match  Program,  or  the  Urology 
Matching  Program,  by  which  applicants 
to  approved  medical  residency 
programs  are  paired  with  programs  on 
the  basis  of  preferences  expressed  by 
both  the  applicants  and  the  program 
directors.  (We  note  that  in  this  final 
rule,  we  removed  Demonstrated 
Likelihood  Criterion  3). 

We  also  noted  in  the  proposed  rule 
that  under  Demonstrated  Likelihood 
Criteria  2  and  3,  the  hospital  would  be 
applying  for  an  increase  in  its  FTE  cap 
because  it  is  expanding  an  existing 
residency  program,  or  it  is  already 
training  residents  in  an  existing 
residency  training  program(s)  in  excess 
of  its  FTE  caps,  respectively.  By  existing 
program,  we  proposed  that,  as  of  July  1, 

2010,  the  hospital  is  either  already 
training  residents  in  this  program  or 
programs,  or  the  program  exists  at 
another  hospital  prior  to  July  1,  2011, 
but  the  residents  begin  to  rotate  at  the 
applying  hospital  on  or  after  July  1, 

2011.  We  set  forth  several  proposed 
methods  for  hospitals  to  be  able  to 
demonstrate  to  CMS  under  the  proposed 
Demonstrated  Likelihood  Criterion  1 
that  they  can  fill  the  slots  by  showing 
CMS  that  they  are  establishing  a  new 
residency  program  on  or  after  July  1, 
2011.  We  believe  hospitals  that  establish 
new  residency  programs  before  July  1, 
2011,  could  possibly  also  meet 
Demonstrated  Likelihood  Criterion  2, 
relating  to  a  hospital  that  is  expanding 
an  existing  residency  program  on  or 
after  July  1,  2011.  From  the  perspective 
of  applying  for  the  cap  increase  under 
section  1886(h)(8)(B)(i)  of  the  Act,  the 
new  program  that  starts  training 
residents  in  2010  is  an  “existing 
residency  program”  because  it  began 
before  July  1,  2011,  and  it  is 
“expanding”  if  that  program  is 
increasing  the  number  of  FTE  residents 
in  the  first  three  cost  reporting  periods 
beginning  on  or  after  July  1,  2011. 

We  noted  tljat  the  listing  of  programs 
participating  in  the  AOA  Match 
Program  will  be  available  on  the 
National  Matching  Services  Web  site  as 
of  November  1,  2010.  Therefore,  we 
proposed  that  programs  utilizing  the 
AOA  Match  Program  may,  in  addition  to 
the  two  options  listed  above, 
demonstrate  the  intent  to  expand  an 
existing  program  by  documenting  that 
the  AOA  has  accepted  the  hospital’s 
participation  in  the  match  program  by 
the  December  1,  2010  application 
deadline.  Therefore,  we  proposed  that 
this  method  of  demonstrating  the 
hospital’s  intent  to  expand  an  existing 
program  would  be  applicable  for 
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programs  participating  in  the  AOA 
Match  Program. 

Comment:  One  commenter  requested 
that  CMS  clarify  that  “Demonstrated 
Likelihood  Criterion  3”  applies  both  to 
hospitals  at  their  cap  as  well  as  to  those 
training  residents  “in  excess  of’  their 
cap.  The  commenter  noted  that  on  page 
46397  of  the  proposed  rule,  CMS  states 
that  a  hospital  may  meet  this 
demonstrated  likelihood  criterion  “by 
demonstrating  that  it  is  [  ]  already 
training  a  number  of  FTE  residents  at  or 
in  excess  of  its  current  FTE  caps;” 
however,  the  longer  description  of 
“Demonstrated  Likelihood  Criterion  3” 
on  page  46398  states  that  a  hospital  “is 
applying  for  an  increase  in  its  FTE 
resident  cap  because  the  hospital  is 
already  training  residents  in  an  existing 
residency  training  program(s)  in  excess 
of  its  direct  GME  FTE  cap  or  IME  FTE 
cap,  or  both.” 

Another  commenter  thought  that 
hospitals  that  are  currently  exceeding 
their  caps  should  qualify  to  receive 
additional  cap  slots  even  without 
adding  a  new  program  or  expanding  an 
existing  program.  The  commenter  stated 
that  CMS’  explanation  of  the  application 
of  the  “75  percent”  test  makes  it  appear 
that  it  is  impossible  to  obtain  increases 
to  the  caps  without  either  starting  or 
expanding  a  program.  The  commenter 
believed  that  there  are  inconsistencies 
in  the  preamble  that  permit  a  hospital 
that  is  over  its  cap  to  meet  the 
“Demonstrated  Likelihood”  criteria 
without  adding  or  expanding  a  program, 
and  the  point  criteria  which  do  not 
make  adding  or  expanding  a  program 
essential,  and  the  75  percent  test  which 
cannot  be  satisfied  without  adding  or 
expanding  a  program. 

Response:  After  reading  these 
comments  and  reviewing  the  proposed 
Demonstrated  Likelihood  Criteria  1,  2, 
and  3,  we  agree  that  clarification  and 
revision  of  the  criteria  are  necessary. 
Specifically,  we  are  revising 
Demonstrated  Likelihood  Criteria  1  to 
incorporate  the  point  that  a  hospital  is 
applying  for  additional  cap  slots 
because  it  is  either  already  exceeding  its 
FTE  cap,  or  it  does  not  have  sufficient 
room  under  its  FTE  cap  to  start  a  new 
program.  For  Demonstrated  Likelihood 
Criterion  2,  we  are  incorporating  the 
point  that  a  hospital  is  applying  for 
additional  cap  slots  because  it  is  either 
already  exceeding  its  FTE  cap,  or  it  does 
not  have  sufficient  room  under  its  FTE 
cap  to  expand  an  existing  program. 

Thus>  Demonstrated  Likelihood  Criteria 
1  and  2  may  apply  to  a  hospital  that 
may  or  may  not  already  be  exceeding  its 
FTE  cap,  but  it  definitely  plans  on 
starting  a  new  or  expanding  an  existing 
program.  Because  we  are  specifying  in 


this  final  rule  that  Demonstrated 
Likelihood  Criteria  1  and  2  may  also 
apply  for  hospitals  that  are  in  excess  of 
their  caps  (albeit  not  solely  for  cap 
relief),  we  are  adding  that  hospitals 
applying  under  these  criteria  could  also 
submit  copies  of  their  Medicare  cost 
report  worksheets,  documenting  that 
they  are  in  excess  of  their  caps. 

However,  in  this  final  rule,  instead  of 
stating  that  the  hospital  must  submit  a 
copy  of  the  Medicare  co%t  report  that 
has  been  most  recently  submitted  to  the 
Medicare  contractor  by  July  1,  2010,  as 
we  stated  in  the  proposed  rule,  we  are 
stating  that  the  hospital  must  submit  a 
copy  of  the  Medicare  cost  report  that 
has  been  most  recently  submitted  to  the 
Medicare  contractor  on  or  before  March 
23,  2010,  documenting  on  Worksheet  E, 
Part  A,  Worksheet  E-3,  Part  IV,  and 
Worksheet  E-3,  Part  VI,  the  resident 
counts  and  FTE  resident  caps  for  both 
direct  GME  and  IME  for  the  relevant 
cost  reporting  periods.  We  are  removing 
the  proposed  Demonstrated  Likelihood 
Griterion  3  from  this  final  rule  because 
it  is  duplicative.  Further,  it  has 
confused  the  commenters  and  has  led 
some  to  believe  that  hospitals  that  are 
already  training  residents  in  excess  of 
their  caps,  and  are  seeking  the 
additional  slots  for  cap  relief,  rather 
than  for  the  purpose  of  starting  a  new 
or  expanding  an  existing  program,  may 
apply  for  slots  under  section  5503. 

Since  the  intent  of  section  5503  is  to 
increase  the  number  of  primary  care  or 
general  surgery  physicians  by  providing 
Medicare  funding  for  new  primary  care 
or  general  surgery  positions  (either 
through  establishment  of  new  programs 
or  expansions  of  existing  programs),  as 
the  75  percent  requirement  indicates,  it 
would  be  inconsistent  with  this  intent 
to  provide  funding  for  already  existing 
positions.  Thus,  if  hospitals  are  willing 
to  increase  the  number  of  primary  care 
or  general  surgery  residents  they  are 
training  above  current  levels,  there  may 
be  some  funding  available  under  section 
5503  for  them  to  do  so.  Accordingly,  we 
are  clarifying  that  a  hospital  may  not 
request  additional  slots  under  section 
5503  solely  for  the  purpose  of  cap  relief. 
We  explain  in  great  detail  below  in 
response  to  comments  regarding  the 
primary  care  average  requirement  and 
the  75  percent  threshold  requirement 
how  a  hospital  that  is  exceeding  its  FTE 
caps  and  that  applies  for  additional  slots 
would  have  to  increase  the  number  of 
residents  it  is  training  in  order  to  meet 
the  75  percent  threshold  requirement. 
^We  refer  readers  to  those  comments  and 
responses  below. 

With  regard  to  the  commenter’s  belief 
that  there  are  inconsistencies  in  the 


preamble  that  permit  a  hospital  that  is 
over  its  cap  to  meet  the  “Demonstrated 
Likelihood”  criteria  without  adding  or 
expanding  a  program,  and  the 
Evaluation  Griteria  which  do  not  make 
adding  or  expanding  a  program 
essential,  we  have  reviewed  the 
Evaluation  Griteria  and  we  believe  that 
proposed  Evaluation  Griteria  Two, 

Thfee,  and  Four  specifically  state  that 
the  “hospital  will  use  the  additional 
slots  to  establish  a  new  or  expand  an 
existing  program.”  This  implies  that  the 
hospital  intends  to  create  new  positions, 
rather  than  only  seeking  cap  relief  for 
existing  positions.  Proposed  Evaluation 
Criteria  One,  Fiv&,  arid  Six  are  specific 
to  the  hospital’s  situation,  rather  than  its 
particular  programs,  and  they  can  be 
used  in  addition  to  Evaluation  Criteria 
Two,  Three,  and  Four.  Therefore,  we  do 
not  agree  that  there  are  inconsistencies 
between  the  proposed  (or  final) 
Demonstrated  Likelihood  Criteria  and 
Evaluation  Criteria. 

Comment:  One  commenter  agreed 
with  CMS’  proposal  that  one  way  of 
demonstrating  the  likelihood  of  filling 
slots  awarded  under  section  5503  is  for 
a  hospital  to  show  that  it  is  already 
training  residents  in  excess  of  its  cap, 
but  thought  that  the  documentation 
requirements  for  such  a  hospital  is 
“excessive.”  The  commenter  found  it  to 
be  “particularly  perplexing”  that  “three 
pieces  of  documentation  would  be 
required  for  a  criterion  that  is  the  most 
straightforward  rationale  for  requesting 
additional  cap  slots.”  The  three  pieces 
are  (1)  copies  of  most  recent  Medicare 
cost  reports,  documenting  the  DGME 
and  IME  caps,  (2)  copies  of  the  2010 
residency  match  information  concerning 
the  number  of  residents  at  the  hospital 
in  its  existing  programs  (all  programs — 
not  just  the  programs  for  which  the 
hospital  is  requesting  additional  slots), 
and  (3)  copies  of  the  most  recent 
accreditation  letters  on  all  of  the 
hospital’s  training  programs  for  which 
the  hospital  trains  and  counts  residents 
for  DGME  and  IME  payments.  The 
commenter  did  not  see  the  need  to 
submit  2010  residency  match 
information,  “because  these  data  do  not 
necessarily  indicate  the  total  number  of 
residents  training  at  an  institution,”  and 
submission  of  accreditation  information 
is  also  “unnecessary  and  burdensome, 
particularly  for  institutions  with  75  or 
more  residency  and  fellowship 
programs — which  is  not  uncommon.” 
The  commenter  urged  GMS  to  adopt 
only  the  requirement  that  copies  of  the 
most  recent  Medicare  cost  reports  be 
submitted  for  Demonstrated  Likelihood 
Criterion  3,  and  at  a  minimum,  this 
requirement  should  be  the  requirement 
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for  hospitals  that  were  over  their  caps  in 
all  of  the  past  three  cost  reporting 
periods.  Another  commenter  asked  CMS 
to  clarify  which  cost  reporting  periods 
will  be  used  to  determine  whether  a 
hospital  is  “currently”  over  its  cap. 

Response:  As  we  explained  in 
response  to  the  previous  comment,  we 
are  clarifying  that  a  hospital  may  not 
request  additional  cap  slots  under 
section  5.503  merely  for  cap  relief. 
Furthermore,  since  we  have 
consolidated  Demonstrated  Likelihood 
Criteria  1  and  2,  we  are  removing 
Demonstrated  Likelihood  Criterion  3 
and  its  attending  documentation 
requirements  that  the  commenter 
believed  were  overly  burdensome  from 
this  final  rule. 

Comment:  One  commenter  believed 
that  CMS  should  include  an  exception 
for  family  medicine  in  the  fill  rate 
requirement  and  expanded  need 
requirement  for  the  Demonstrated 
Likelihood  Criteria  1  and  2.  The 
commenter  argued  that  the  accreditation 
process  for  family  medicine  is  unique  in 
that  it  allows  for  “leeway”  in  the  number 
of  residents  allowed  to  be  trained.  The 
commenter  stated  that  a  program  may 
increase  its  complement  of  residents  by 
a  “limited,  yet  unstated”  number  as  long 
as  it  is  justified  in  its  next  accreditation 
review  or  approval  cycle  and  as  such,  a 
specific  number  would  not  be  stated. 

For  the  same  reasons,  the  commenter 
further  asserted  that  the  information  on 
a  family  medicine  accreditation  letter 
for  Demonstrated  Likelihood  Criterion  3 
would  be  inappropriate. 

This  commenter  also  noted  that  CMS 
seems  to  switch  from  using  fill  rate  data 
to  match  data  in  Demonstrated 
Likelihood  Criterion  3.  The  commenter 
recommended  that  CMS  use  fill  rate 
data  because  “match  data  is  incomplete 
and  inaccurate  as  an  aid  to  determining 
a  resident  census.” 

Response:  We  note  first  that,  as  stated 
in  response  to  previous  comments,  we 
have  eliminated  Demonstrated 
Likelihood  Criterion  3  from  this  final 
rule.  Second,  we  are  unsure  of  the 
precise  question  that  the  chmmenter  is 
asking.  It  appears  that  the  commenter  is 
stating  that  directors  of  family  rnedicine 
programs  need  not  request  approval 
from  the  ACGME  every  time  they  want 
to  expand  an  existing  program  by  a 
“limited”  number  of  unspecified 
positions,  so  long  as  the  increase  in 
resident  positions  is  declared  and 
explained  at  the  next  accreditation 
review.  If  we  are  understanding  the 
commenter  correctly,  we  think  the 
commenter  is  asking  that  hospitals  that 
are  applying  for  additional  slots  for  the 
purpose  of  using  those  slots  for  a  family 
medicine  program  should  not  be 


required  to  submit  to  CMS  applications 
for  approval  (or  actual  approvals)  of 
new  or  expansions  of  existing  family 
medicine  programs  to  the  ACGME,  or 
copies  of  recent  accreditation  letters. 
However,  we  do  not  think  we  should 
make  a  special  exception  to  the 
Demonstrated  Likelihood  Criteria  for 
family  medicine  programs  since  we 
have  heard  of  situations  where  hospitals 
have  increased  their  number  of 
residents  training  in  various  programs 
(not  just  family  medicine)  above  the 
•number  of  accredited  slots  without 
immediate  approval  of  the  increase  and 
without  repercussions  from  the  ACGME. 
Furthermore,  even  if  a  hospital 
increases  the  number  of  residents  in  a 
particular  residency  program,  and  that 
increase  is  not  significant  enough  to 
definitely  require  pre-approval  from  the 
ACGME.  we  believe  that  requiring 
hospitals  to  submit  to  CMS  as  part  of  the 
Demonstrated  Likelihood  requirements 
applications  for  approval,  to  exp'and 
programs  is  appropriate  in  the  context 
of  applications  for  additional  slots 
under  section  5503.  The  statute  requires 
hospitals  to  “demonstrate  the 
likelihood”  of  filling  the  positions,  and 
documents  submitted  to  the  ACGME 
either  requesting  approval  of,  or 
received  from  the  ACGME  showing 
approval  of  expansions  of  existing 
programs  demonstrates  a  commitment 
on  the  part  of  the  hospital  to  actually 
expand  those  programs.  Furtherhiore, 
although  the  commenter  asked  for  an 
exception  for  family  medicine  programs 
from  Demonstrated  Likelihood  Criterion 
1,  which  is  applicable  to  hospitals 
seeking  slots  with  which  to  start  a  new 
program  (in  addition  to  asking  for  an 
exception  to  Demonstrated  Likelihood 
Criterion  2),  we  are  skeptical  that  the 
ACGME  would  actually  allow  a  hospital 
to  start  a  brand  new  family  medicine 
program,  without  any  submission  of 
documentation  at  all.  Although  we 
understand  that  there  are  instances 
where  residents  may  begin  training  in  a 
new  program  on  July  1  of  an  academic 
year,  and  the  ACGME  may  retroactively 
accredit  that  program  a  few  months 
later,  the  hospital  would  certainly  have 
submitted  to  the  ACGME  an 
institutional  review  document  or 
program  information  form  concerning 
the  new  program,  and  by  such  time  as 
the  hospital  begins  to  train  the 
residents,  we  would  hope  that  the 
hospital  would  have  received  written 
correspondence  from  the  ACGME 
acknowledging  receipt  of  the 
application  for  the  new  program,  and 
notification  of  a  site  visit,  as  described 
under  the  requirements  for 
Demonstrated  Likelihood  Criterion  1. 


Therefore,  we  are  not  revising  the 
documentation  requirements  under 
Demonstrated  Likelihood  Criteria  1  and 
2  specifically  for  family  medicine. 

•  However,  we  do  believe  some  revision 
can  be  made  to  the  documentation 
requirements  under  Demonstrated 
Likelihood  Criterion  1  to  ease  the 
burden  on  hospitals  applying  for  slots 
under  section  5503  for  family  medicine 
and  other  programs.  Under  the  proposed 
Demonstrated  Likelihood  Criterion  1,  a- 
hospital  could  demonstrate  that  it 
would  likely  fill  the  slots  in  a  new 
program  by  showing  that  it  (1)  already 
received  approval  from  the  ACGME, 
AOA,  or  ABMS,  (2)  has  already 
submitted  an  institutional  review 
document  or  program  information  form 
requesting  approval  for  a  new  program, 
or  (3)  has  received  correspondence  from 
the  accrediting  agencies  acknowledging 
receipt  of  the  application  for  the  new 
program,  or  other  types  of 
communication  regarding  the  approval 
process.  We  understand  that  completing 
the  program  information  form  can  be  a 
time-consuming  and  lengthy  process, 
which  may  pose  some  challenges  for 
hospitals  to  complete  in  a  timely 
fashion  and  meet  CMS’  application 
deadline  for  receipt  of  slots  under 
section  5503.  Therefore,  we  are  adding 
a  fourth  option  under  Demonstrated 
Likelihood  Criterion  1  which  we  believe 
may  make  it.  easier  for  some  hospitals  to 
comply  with  this  criterion.  Specifically, 
we  are  adding  that  the  hospital  may 
submit  documentation  demonstrating 
that  it  has  made  a  commitment  to  start 
a  new  program.  One  example  of  such  a 
commitment  would  be  for  the  hospital 
to  provide  the  minutes  from  the  meeting 
at  which  the  hospital’s  GME  committee 
gave  approval  for  the  hospital  to 
proceed  with  the  process  of  applying  to 
the  accrediting  agency  for  approval  to 
start  a  new  program.  We  are  not  adding 
a  similar  option  under  Demonstrated 
Likelihood  Criterion  2  because  we 
understand  that  the  process  for 
requesting  approval  to  expand  an 
existing  program  is  not  as  time- 
consuming  and  labpr-intensive  as  the 
process  for  requesting  approval  for  a 
brand  new  program. 

We  are  revising  and  consolidating  the 
Demonstrated  Likelihood  Criteria  as 
follows: 

•  Demonstrated  Likelihood  Criterion 
1.  The  hospital  is  training  residents  in 
excess  of  its  FTE  resident  cap(s),  or  does 
not  have  sufficient  room  under  its 
current  FTE  cap(s),  and  the  hospital 
intends  to  use  the  additional  FTEs  for  a 
►  new  residency  program  that  it  intends  to 
start  on  or  after  July  1,  2011  (that  is,  a 
newly  approved  program  that  begins 
training  residents  at  any  point  within 
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the  hospital’s  first  three  cost  reporting 
periods  beginning  on  or  after  July  1, 

2011).  Under  this  criterion,  the  hospital 
must  select  one  of  the  following: 

(1)  Hospital  will  establish  a  newly 
approved  residency  program.  (Under 

,  this  selection,  the  hospital  must  check 
at  least  one  of  the  following,  if 
applicable): 

□  Application  for  approval  of  the 
new  residency  program  has  been 
submitted  to  the  ACGME,  AOA,  or  the 
ABMS  by  January  21,  2011.  (The 
hospital  must  attach  a  copy.) 

□  The  hospital  has  submitted  an 
institutional  review  document  or 
program  information  form  concerning 
the  new  program  in  an  application  for 
approval  of  the  new  program  by  January 
21,  2011.  (The  hospital  must  attach  a 
copy.) 

□  The  hospital  has  received  written 
correspondence  from  the  ACGME,  AOA, 
or  ABMS  acknowledging  receipt  of  the 
application  for  the  new  program,  or 
other  types  of  communication  from  the 
accrediting  bodies  concerning  the  new 
program  approval  process  (such  as 
notification  of  site  visit).  (The  hospital 
must  attach  a  copy.) 

□  The  hospital  may  submit 
documentation  demonstrating  that  it.has 
"made  a  commitment  to  start  a  new 
program. 

(2)  Hospital  will  likely  fill  the  slots 
requested.  (The  hospital  must  select  at 
least  one  of  the  following,  if  applicable.) 

□  The  hospital  does  not  have 
sufficient  room  under  its  FTE  cap,  or  is 
exceeding  its  FTE  cap,  and  the 
hospital’s  existing  residency  programs 
had  a  combined  resident  fill  rate  of  at 
least  85  percent  in  each  of  program 
years  2007  through  2009.  (The  hospital 
must  attach  documentation.) 

□  The  hospital  does  not  have 
sufficient  room  under  its  FTE  cap,  or  is 
exceeding  its  FTE  cap,  and  the  specialty 
program  for  which  the  hospital  is 
applying  has  a  resident  fill  rate  either 
nationally,  within  the  State,  or  within 
the  GBSA  in  which  the  hospital  is 
located,  of  at  least  85  percent.  (The 
hospital  must  attach  documentation.) 

□  The  hospital  is  training  residents 
in  excess  of  its  direct  GME  FTE  cap,  or 
IME  FTE  cap,  or  both.  The  hospital  must 
submit  a  copy  of  the  Medicare  cost 
report  that  has  been  most  recently 
submitted  to  the  Medicare  contractor  on 
or  before  January  21,  2011,  documenting 
on  Worksheet  E,  Part  A,  Worksheet  E- 

3,  Part  IV,  and  Worksheet  E-3,  Part  VI, 
the  resident  counts  and  FTE  resident 
caps  for  both  direct  GME  and  IME  for 
the  relevant  cost  reporting  periods. 

•  Demonstrated  Likelihood  Criterion 
2.  The  hospital  is  training  residents  in 
excess  of  its  FTE  cap(s),  or  does  not 


have  sufficient  room  under  its  FTE 
cap(s),  and  the  hospital  intends  to  use 
the  additional  FTEs  to  expand  an 
existing  residency  training  program 
within  the  hospital’s  first  three  cost 
reporting  periods  beginning  on  or  after 
July  1,  2011. 

(1)  The  hospital  intends  to  expand  an 
existing  program.  Under  this  selection, 
the  hospital  must  check  at  least  one  of 
the  following,  if  applicable: 

□  The  appropriate  accrediting  body 
(the  AGGME,  AOA,  or  ABMS)  has 
approved  the  hospital’s  expansion  of  the 
number  of  FTE  residents  in  the  program. 
(The  hospital  must  attach 
documentation.) 

□  The  American  Osteopathic 
Association  Residency  Match  Program 
has  accepted  or  will  be  accepting  the 
hospital’s  participation  in  the  match  for 
the  existing  program  that  will  include 
additional  resident  slots  in  that 
residency  training  program.  (The 
hospital  must  attach  dpcumentation.) 

□  The  hospital  has  submitted  an 
institutional  review  document  or 
program  information  form  for  the 
expansion  of  the  existing  residency 
training  program  by  January  21,  2011. 
(The  hospital  must  attach 
documentation.) 

(2)  Hospital  will  likely  fill  the  slots  of 
the  expanded  existing  residency 
program.  Under  this  selection,  the 
hospital  must  check  at  least  one  of  the 
following,  if  applicable: 

□  The  hospital  does  not  have 
sufficient  room  under  its  FTE  cap,  or  is 
exceeding  its  FTE  cap,  and  the  hospital 
has  other  previously  established  • 
residency  programs,  with  a  resident  fill 
rate  of  at  least  85  percent  in  each  of 
program  years  2007  through  2009.)  (The 
hospKal  must  attach  documentation.) 

□  The  hospital  does  not  have 
sufficient  room  under  its  FTE  cap,  or  is 
exceeding  its  FTE  cap,  and  the  hospital 
is  expanding  an  existing  program  in  a 
particular  specialty  with  a  resident  fill 
rate  either  nationally,  within  the  State, 
or  within  the  GBSA  in  which  the 
hospital  is  located,  of  at  least  85 
percent.  (The  hospital  must  attach 
documentation.) 

□  The  hospital  is  training  residents 
in  excess  of  its  direct  GME  FTE  cap,  -or 
IME  FTE  cap,  or  both.  The  hospital  must 
submit  a  copy  of  the  Medicare  cost 
report  that  has  heen  most  recently 
submitted  to  the  Medicare  contractor  by 
March  23,  2010,  documenting  on 
Worksheet  E,  Part  A,  Worksheet  E-3, 
Part  IV,  and  Worksheet  E-3,  Part  VI,  the 
resident  counts  and  FTE  resident  caps 
for  both  direct  GME  and  IME  for  the 
relevant  cost  reporting  periods. 

Comment:  One  commenter  requested 
that  GMS  allow  hospitals  to  demonstrate 


their  likelihood  of  using  redistributed 
slots  for  three  reporting  periods 
beginning  July  1,  2012,  instead  of  July 
1,  2011,  as  GMS  has  proposed.  The 
commenter  posited  that  by  using  the 
reporting  period  beginning  July  1,  2012, 
hospitals  would  be  able  to  document 
with  greater  precision  their  effective  use 
of  the  redistributed  slots. 

Response:  We  understand  that  three 
cost  reporting  periods  after  a  date  of  July 
1,  2012,  would  give  the  commenters 
more  time  to  demonstrate  their  effective 
use  of  the  redistributed  slots.  However, 
we  do  not  have  any  flexibility  in 
choosing  this  date  because  section 
1886(h)(8)(G)  of  the  Act  clearly  specifies 
that  the  Secretary  is  required  to  take 
into  account  the  demonstrated 
likelihood  that  a  hospital  would  be  able 
to  fill  the  position(s)  within  the  first  3 
cost  reporting  periods  beginning  on  or 
after  fuly  1,  2011. 

After  consideration  of  the  public 
comments  we  received,  we  are  revising 
Demonstrated  Likelihood  Griteria  1  to 
incorporate  the  point  that  a  hospital  is 
applying  for  additional  cap  slots 
because  it  is  either  already  exceeding  its 
FTE  cap,  or  it  does  not  have  sufficient 
room  under  its  FTE  cap  and  plans  to 
start  a  new  program.  We  also  are 
revising  Demonstrated  Likelihood 
Griterion  1  to  add  that  the  hospital  may 
submit  documentation  demonstrating 
that  it  has  made  a  commitment  to  start 
a  new  program.  For  Demonstrated 
Likelihood  Criterion  2,  we  are 
incorporating  the  point  that  a  hospital  is 
applying  for  additional  cap  slots 
because  it  is  either  already  exceeding  its 
FTE  cap,  or  it  does  not  have  sufficient 
room  under  its  FTE  cap  ar>d  it  plans  to 
expand  an  existing  program.  Thus, 
Demonstrated  Likelihood  Griteria  1  and 
-  2  may  apply  to  a  hospital  that  may  or 
may  not  already  be  exceeding  its  FTE 
cap,  but  it  definitely  plans  on  starting  a 
new  or  expanding  an  existing  program. 
Because  we  are  specifying  in  this  final 
rule  that  Demonstrated  Likelihood 
Griteria  1  and  2  may  also  apply  for 
hospitals  that  are  in  excess  of  their  caps, 
we  are  adding  that  hospitals  applying 
under  these  criteria  must  also  submit 
copies  of  their  Medicare  cost  report 
worksheets,  documenting  that  they  are 
in  excess  of  their  caps.  Therefore,  we  are 
removing  the  proposed  Demonstrated 
Likelihood  Griterion  3  from  this  final 
rule  because  it  is  duplicative.  Further, 
we  are  clarifying  that  because  the  intent 
of  section  5503  is  to  increase  the 
number  of  primary  care  or  general 
surgery  physicians  by  providing 
Medicare  funding  for  new  primary  care 
or  general  surgery  positions  (either 
through  establishment  of  new  programs 
or  expansions  of  existing  programs). 
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hospitals  may  not  apply  to  receive  slots 
under  section  5503  for  the  purpose  of 
cap  relief. 

12.  Application  Process  for  the  Increases 
in  Hospitals’  FTE  Resident  Caps 

In  order  for  hospitals  to  be  considered 
for  increases  to  their  FTE  resident  caps 
under  section  1886(h)(8KB)(i)  of  the  Act, 
as  added  by  section  5503(a)(4)  of  the 
Affordable  Care  Act,  in  the  August  3, 
2010  proposed  rule  (75  FR  46399),  we 
proposed  to  require  that  each  qualifying 
hospital  submit  a  timely  application  by 
December  1,  2010.  As  part  of  the 
requirements  that  a  hospital  must  fulfill 
in  order  to  complete  an  application  for 
an  increase  to  its  FTE  resident  caps,  we 
proposed  to  require  that  the  applicant 
hospital  must  include  the  total  number 
of  requested  FTE  resident  slots  (for  all 
residency  programs)  for  direct  GME  or  . 
IME,  or  both  (not  to  exceed  75  FTEs  for 
each,  as  specified  under  section 
1886(h)(8)(F)  of  the  Act).  Thus,  we 
would  require  that  the  hospital’s  total 
requests  for  increases  in  the  IME  and  the 
direct  GME  caps  (that  is,  the  total 
number  of  requested  FTE  resident  slots 
increases  (for  all  residency  programs  at 
the  hospitals))  would  be  required  to  be 
indicated  on  the  same  application  for  an 
increase  under  section  1886(h)(8)(B)(i) 
of  the  Act.  We  proposed  that  each 
hospital  must  submit  the  following 
information  on  its  application  for  an 
increase  in  its  FTE  resident  cap: 

•  The  name  and  Medicare  provider 
number  of  the  hospital,  and  the  name  of 
the  Medicare  contractor  to  which  the 
hospital  submits  its  cost  report. 

•  The  total  number  of  requested  FTE 
resident  slots  (for  all  residency 
programs  at  the  hospital)  for  direct  GME 
or  IME.  or  both  (not  to  exceed  75  FTEs 
each). 

•  A  completed  copy  of  the  CMS 
evaluation  form  (as  described  below)  for 
each  residency  program  for  which  the 
applicant  hospital  intends  to  use  the 
requested  increkse  in  the  number  of  FTE 
residents  and  source  documentation  to 
support  the  assertions  made  by  the 
hospital  on  the  evaluation  form.  (For 
example,  if  the  hospital  checlcs  off  on 
the  evaluation  form  that  the  hospital  is 
starting  a  new  geriatrics  program,  the 
hospital  would  include  documentation 
to  support  that  assertion.) 

•  FTE  resident  counts  for  direct  GME 
and  IME  and  FTE  resident  caps  for 
direct  GME  and  IME  reported  by  the 
hospital  in  the  most  recent  as-filed  cost 
report  (as  clarified  in  this  final  rule, 
submitted  by  March  23,  2010).  (The 
hospital  would  be  required  to  include 
copies  of  Worksheets  E,  Part  A,  E-3, 

Part  IV,  and  if  a  hospital  received  an 
increase  to  its  FTE  cap(s)  under  section 


422  of  Public  Law  108-1 73,  a  copy  of 
Worksheet  E-3,  Part  VI.) 

•  An  attestation,  signed  and  dated  by 
an  officer  or  administrator  of  the 
hospital  who  signs  the  hospital’s 
Medicare  cost  report,  of  the  following 
information  in  the  hospital’s  application 
for  an  increase  in  its  FTE  resident  cap: 

“I  hereby  certify  that  I  understand  that 
misrepresentation  or  falsification  of  any 
information  contained  in  this  application 
may  be  punishable  by  criminal,  civil,  and 
■administrative  action,  fine  and/or 
imprisonment  under  federal  law. 

Furthermore,  I  understand  that  if  services 
identified  in  this  application  were  provided 
or  procured  through  payment  directly  or 
indirectly  of  a  kickback  or  were  otherwise 
illegal,  criminal,  civil,  and  administrative 
action,  fines  and/or  imprisonment  may 
result.  I  also  certify  that,  to  the  best  of  my 
knowledge  and  belief,  it  is  a  true,  correct,  and 
complete  application  prepared  from  the 
books  and  records  of  the  hpspital  in 
accordance  with  applicable  instructions, 
except  as  noted.  I  further  certify  that  Lam 
familiar  with  the  laws  and  regulations 
regarding  Medicare  payment  to  hospitals  for 
the  training  of  interns  and  residents.” 

We  proposed  that  any  hospital  that 
wishes  to  apply  for  an  increase  in  its 
'FTE  resident  cap(s)  under  section 
1886(h)(8)(B)(i)  of  the  Act  must  submit 
a  copy  of  its  completed  application  (as 
described  above)  to  the  CMS  Central 
Office  and  to  the  CMS  Regional  Office 
for  the  region  in  which  the  applicant 
-hospital  is  located,  and  that  the 
application  must  be  received  by  CMS  on 
or  before  December  1,  2010.  (The 
mailing  addresses  for  the  CMS  offices 
are  mdicated  at  the  end  of  this'section 
of  the  preamble.)  We  noted  that  some 
hospitals’  FTE  counts  would  be  subject 
to  audit  for  purposes  of  possible  cap 
reductions  under  section 
1886(h)(8)(A)(i)  of  the  Act,  and  those 
audits  may  not  be  completed  by 
December  1,  2010.  Because  the  results  of 
such  an  audit  may  be  a  factor  in  a 
hospital’s  decision  whether  to  request 
an  increase  in  its  FTE  resident  cap 
under  section  1886(h)(8)(B)(i)  of  the  Act, 
we  proposed  to  allow  a  later  date  for 
those  hospitals  to  apply  for  increases  in 
their  FTE  resident  caps.  Therefore,  if  a 
hospital’s  resident  level  is  audited  for 
purposes  of  section  1886(h)(8)(A)  of  the 
Act,  whether  or  not  the  hospital’s  FTE 
resident  caps  are  reduced  under  section 
1886(h)(8)(A)  of  the  Act,  if  that  hospital 
wishes  to  apply  for  an  increase  in  its 
FTE  resident  cap(s)  available  under 
section  1886(h)(8)(B)(i)  of  the  Act,  we 
proposed  that  the  hospital  must  submit 
a  completed  application  to  CMS  and 
that  the  application  must  be  received  on 
or  before  March  1,  2011. 

We  note  that,  although  a  hospital 
might  be  applying  for  ah  increase  to  its 


FTE  caps  either  to  start  a  new  program 
or  expand  a  particular  program,  the  FTE 
caps  are  not  program-specific;  but 
rather,  they  are  hospital-specific.  A 
hospital,  and  not  a  particular  residency 
training  program,  would  be  applying  for 
an  increase  to  its  FTE  caps.  We 
proposed  that  all  completed 
applications  that  are  timely  received 
according  to  the  above  deadlines  would 
be  evaluated  by  CMS  according  to  the 
criteria  described  under  section 
XXI.D.14.  of  this  preamble  for 
determining  the  priority  distribution  of 
FTE  resident  slots.  Hospitals  that  satisfy 
at  least  one  of  the  “demonstrated 
likelihood”  criteria  would  be  further 
evaluated  by  the  evaluation  criteria 
described  below. 

Comment:  Commenters  expressed 
concern  regarding  the  proposed 
application  deadline  of  December  1, 

2010,  for  hospitals  to  apply  for 
additional  slots  under  section  5503.  The 
commenters  understand  the  short  time 
frame  CMS  has  to  implement  section 
5503,  but  believe  this  deadline  does  not 
provide  hospitals  sufficient  time  after 
November  1,  2010,  the  date  by  which 
the  final  rule  will  be  issued,  to  prepare 
their  applications.  The  commenters 
noted  that  CMS  proposed  a  second 
deadline  of  March  1,  2011,  for  certain 
hospitals  that  will  be  subject  to  an  audit 
for  purposes  of  determining  a  possible 
cap  reduction,  but  those  audits  may  not 
be  completed  by  December  1,  2010.  The  ' 
commenters  requested  that  CMS  make 
March  1,  2011,  the  deadline  for  all 
hospitals  to  apply  for  slots  under 
section  5503  since  CMS  would  need  to 
wait  for  the  March  1  applications  to  be 
submitted  before  beginning  the  process 
of  awarding  slots  anyway. 

Response:  While  we  agree  with  the 
commenters  that  more  time  is  needed  by 
hospitals  after  November  1,  2010,  to 
review  the  final  policies,  gather 
documentation,  and  to  submit  the 
applications  to  CMS,  we  do  not  believe 
that  it  is  necessary  to  extend  the 
deadline  to  March  1,  2011  for  all 
hospitals.  Therefore,  we  are  establishing 
the  application  deadline  for  hospitals 
requesting  slots  under  section  5503  in 
this  final  rule  to  be  Friday,  January  21, 

2011.  However,  if  a  hospital  is  notified 
that  it  will  be  audited  for  purposes  of 
determining  a  possible  cap  reduction, 
such  a  hospital  would  be  allowed  to 
submit  an  application  for  additional  cap 
slots  by  March  1 ,  2011. 

Comment:  One  commenter  urged 
CMS  to  reduce  its  proposed  limit  of  75 
positions  allowed  for  distribution  to  a 
single  hospital  in  order  to  create 
opportunity  for  more  institutions  and 
more  geographically  diverse  locations  to 
meet  requirements.  The  commenter 


Federal  Register/ Vol.  75,  No.  226/ Wednesday,  November  24,  2010 /Rules  and  Regulations  72175 


noted  that  it  is  highly  likely  that  many 
of  these  positions  would  be  used  to 
sustain  existing  positions  and,  therefore, 
not  meet  the  intent  of  the  overall 
legislation.  Additionally,  the  availability 
of  positions  in  the  environment  must 
also  be  approved  by  the  accrediting 
body  that  will  have  to  evaluate  the 
overall  availability  of  teaching 
experiences  and  the  impact  on  existing 
programs  and  existing  complements  of 
residents. 

Response:  As  described  in  the  August 
3,  2010  proposed  rule  (75  FR  46390), 
section  5503  of  the  Affordable  Care  Act, 
which  added  a  new  section 
1886(h)(8)(F)  to  the  Act,  specifically 
provides  that  a  hospital  may  not  receive 
more  than  75  additional  FTE  slots  under 
the  section  5503  redistribution  for  direct 
GME  and  for  IME,  respectively. 

Therefore,  a  reduction  to  the  limit  of  75 
positions  for  distribution  to  a  single 
hospital  is  not  authorized  under  the 
Affordable  Care  Act. 

Comment:  Another  commenter  noted 
that  in  order  to  be  considered  for 
increases  to  its  FTE  resident  cap,  a 
hospital  must  submit,  as  part  of  its 
application,  its  FTE  resident  counts  and 
FTE  resident  caps  for  direct  GME  and 
IME  in  the  most  recent  as-filed  cost 
report.  The  commenter  stated  that  if 
these  worksheets  are  not  audited,  or  at 
least  reviewed  by  the  Medicare 
contractor,  there  is  no  assurance  of  the 
accuracy  of  the  number  of  FTE  residents 
claimed  by  the  provider.  For 
consistency  and  accuracy  purposes,  the 
commenter  recommended  that  the  same 
source  documents  be  used  for 
determinations  of  both  the  increase  and 
decrease  in  FTE  caps,  that  is,  a 
hospital’s  most  recent  cost  report  ending 
on  or  before  March  23,  2010,  which  is 
subject  to  audit  or-desk  review  by  the 
Medicare  contractor. 

Response:  VVe  agree  that  to  the  extent 
possible,  the  documentation  used  to 
determine  whether  a  hospital’s  FTE 
resident  caps  will  be  reduced  should  be 
the  same  documentation  used  to 
determine  whether  a  hospital  qualifies 
for  an  increase  in  its  FTE  resident  caps. 
As  we  stated  above  in  response  to  a 
comment  in  section  XXI.D.8.a.  of  this 
final  rule,  we  believe  that  the  cost 
reporting  periods  used  to  determine 
whether  a  hospital  will  receive  a  cap 
reduction  must,  at  the  very  least,  have 
been  submitted  to  the  Medicare 
contractor  as  of  March  23,  2010. 
Furthermore,  we  do  not  believe  it  would 
be  appropriate  to*include  in  the 
determination  of  which  cost  reports  are 
used  to  establish  a  hospital’s  reference 
resident  level,  those  cost  reporting 
periods  that  occurred  at  the  time  the 
Affordable  Care  Act  was  in 


development.  Rather,  the  cost  reporting 
period  used  to  assess  the  number  of 
residents  a  hospital  is  training  for  the 
purpose  of  determining  if  it  qualifies  for 
an  increase  to  its  FTE  resident  cap 
should  be  a  cost  reporting  period  that 
reflects  a  number  of  FTE  residents  that 
a  hospital  is  accustomed  to  training,  not 
a  number  of  FTE  residents  that  is  based  . 
on  a  hospital’s  attempt  to  meet  the 
Demonstrated  Likelihood  Criteria  or  the 
3-year  primary  care  average  requirement 
under  section  1886(h)(8)(B)(ii)(I)  of  the 
Act.  Therefore,  we  are  clarifying  in  this 
final  rule  that  the  cost  report  data  to  be 
submitted  with  a  hospital’s  application  .  . 
for  additional  slots  and  the  cost  reports 
used  to  establish  a  hospital’s  3-year 
primary  care  average  under  section 
1886(h)(8)(B)(ii)(I)  of  the  Act  must  also 
be  submitted  to  the  Medicare  contractor 
by  March  23,  2010. 

13.  CMS  Evaluation  of  Applications  for 
Increases  in  FTE  Resident  Caps 

In  the  August  3,  2010  proposed  rule 
(75  FR  46400),  we  proposed  to  require 
hospitals  to  submit,  with  their 
applications  for  increases  in  their  FTE 
resident  caps,  a  completed  copy  of  the 
CMS  Evaluation  Form.  The  CMS 
Evaluation  Form  will  ask  the  hospital  to 
check  off  which  of  the  “demonstrated 
likelihood”  criteria  (described  above  in 
section  XXI.D.ll.  of  this  preamble)  the 
hospital  meets.  We  also  proposed  to 
require  that  the  hospital  provide  the 
documentation  that  supports  the 
“demonstrated  likelihood”  criteria  it  has 
checked  off  on  the  Evaluation  Form. 

Assuming  that  the  applicant  hospital 
meets  the  “demonstrated  likelihood” 
requirement,  we  proposed  that  the 
applicant  hospital  would  indicate  on 
the  CMS  Evaluation  Form  the 
category(ies)  for  which  it  believes  it  will 
qualify.  We  would  use  this  indication  to 
prioritize  the  applications.  This 
prioritization  is  derived  from  sections 
1886(h)(8)(C),  (D),  and  (E)  of  the  Act,  as 
added  by  section  5503  of  the  Affordable 
Care  Act.  These  sections  established 
considerations  in  redistribution  and  a 
priority  order  that  must  be  applied  in 
determining  the  hospitals  that  will 
receive  increases  in  their  FTE  caps.  As 
discussed  above,  the  first  consideration 
in  redistribution  is  that  the  applicant 
hospital  must  demonstrate  the 
likelihood  of  filling  the  slots  requested 
within  the  first  three  cost  reporting 
periods  beginning  on  or  after  July  1, 
2011.  Another  consideration  is  “whether 
the  hospital  has  an  accredited  rural 
training  track”  (as  described  in  section 
T886(h)(4)(H)(iv)  of  the  Act). 
Accordingly,  we  proposed  that,  in 
distinguishing  between  hospitals  within 
a  priority  category,  and  determining 


which  hospitals  will  receive  FTE  cap 
increases,  we  would  give  preference  to 
a  hospital  that  has  an  accredited  rural 
training  track  over  a  hospital  that  does 
not  have  such  a  program.  Under  section 
1886(h)(4)(H)(iv)  of  the  Act,  as 
implemented  in  the  regulations  at 
§413.79(k),  an  urban  hospital  that 
operates  a  rural  training  track  (often 
known  as  separately  accredited  1-2 
tracks  in  family  medicine)  wherein 
residents  rotate  at  the  urban  hospital  for 
less  than  one-half  of  the  duration  of  the 
program,  and  to  a  rural  area  for  the 
remainder  of  the  program,  the  urban 
hospital  may  include  in  its  FTE  count 
the  FTE  resident  time  spent  training  in 
the  rural  track,  even  if  that  time,  would 
be  in  excess  of  the  hospital’s  FTE  cap. 
We  note  that  if  an  urban  hospital  is 
interested  in  starting  a  new  rural 
training  track,  it  need  not  apply  for 
additional  slots  under  section 
1886(h)(8)(B)(i)  of  the  Act.  Rather,  under 
the  existing  regulations  at  §413.79(k), 
the  urban  hospital  may  receive  an 
increase  to  its  FTE  cap  to  reflect  FTE 
residents  training  in  the  rural  track.  (For 
more  details  on  rural  training  tracks, 
and  the  direct  GME  and  IME  payment 
rules  associated  with  them,  we  refer 
readers  to  66  FR  39902,  August  1,  2001, 
and  68  FR  45454,  August  1,  2003.) 
However,  because  section  1886(h)(8)(C) 
of  the  Act  states  that  the  Secretary  shall 
take  into  account  “whether  the  hospital 
has  an  accredited  rural  training  track” 
(emphasis  added),  we  proposed  that  an 
applying  urban  hospital  that  either  has 
a  separately  accredited  rural  training 
track,  or  can  document  that  it  will  have 
a  separately  accredited  rural  training 
track  as  of  July  1,  2011,  may  receive 
preference  over  a  hospital  that,  all  other 
things  being  equal,  does  not  and  will 
not  have  a  rural  training  track  by  that 
date.  We  noted  that  section 
1886(h)(8)(C)  of  the  Act  does  not  specify 
that  a  hospital  must  be  applying  for 
additional  slots  in  order  to  expand  its 
existing  rural  training  track  in  order  to 
qualify  to  receive  additional  slots. 
Rather,  section  1886(h)(8)(C)  of  the  Act 
merely  states  that  “the  Secretary  shall 
take  into  account  *  *  *  whether  the 
hospital  has  an  accredited  rural  training 
track  (as  described  in  paragraph 
(4)(H)(iv))”  (emphasis  added).  That  is, 
the  fhct  that  an  urban  hospital  already 
has  (or,  under  the  proposed  rule  and 
this  final  rule,  would  have  as  of  July  1, 
2011)  a  separately  accredited  rural 
training  track  is  sufficient  to  give 
preference  in  redistribution  to  such  a 
hospital. 

Section  1886(h)(8)(D)  of  the  Act 
instructs  the  Secretary  to  “distribute  the 
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increase  to  hospitals  based  on  the 
following  factors”; 

•  Whether  the  hospital  is  located  in  a 
State  with  a  resident-to-population  ratio 
in  the  lowest  quartile  (as  determined  by 
the  Secretary)  (section  1886(h)(8)(D)(i) 
of  the  Act).  In  order  to  determine  which 
States  are  in  the  lowest  quartile  for 
resident-to-population  ratios,  in  the 
August  3,  2010  proposed  rule  (75  FR 
46400),  we  proposed  to  use  three 
sources  of  data,  and  the  latest  data 
available  for  each  of  those  three  sources. 
First,  we  proposed  to  determine  the 
number  of  allopathic  residents  in  each 
State  by  using  data  from  the  ACGME’s 
Data  Resource  Book  for  the  Academic 
Year  2008-2009.  As  of  publication  of 
the  proposed  rule,  this  was  the  most 
recent  data  available  from  the  ACGME. 
However,  after  publication  of  the 
proposed  rule,  the  AGGME  released  its 
2009-2010  Data  Resource  Book’. 
Therefore,  in  this  final  rule,  we  are 
using  data  from  the  AGGME ’s  Data 
Resource  Book  for  ihe  Academic  Y ear 
2009-2010.  In  this  book,  which  is 
available  free  of  charge  on  the  AGGME’s 
Web  site,  is  a  table  titled  “Number  of 
Residents,  by  State”  [http:// 
www.acgme.org/acWebsite/databook/ 
2009-201 0_ACGME_Data_Resource_ 
Book.pdf).  This  table  lists  each  State 
(including  Puerto  Rico),  and  includes  a 
column  called  “Total  Residents.”  We  are 
using  the  data  from  this  column  called 
“Total  Residents”  as  part  of  the 
numerator  to  determine  the  resident-to- 
population  ratio  in  each  state.  However, 
because  these  data  only  include 
residents  enrolled  in  AGGME-accredited 
programs,  we  also  proposed  to  add  to 
these  numbers  the  number  of  residents 
enrolled  in  AOA-accredited  programs. . 
We  proposed  to  access  data  on  the 
number  of  osteopathic  residents  in  each 
State  from  the  AO  A,  which  was 
provided  to  GMS  upon  special  request. 
These  data  are  what  is  generally 
published  in  the  AOA’s  Journal  of  the 
American  Osteopathic  Association 
(JAOA).  For  the  proposed  rule,  we 
requested  and  received  data  from  the 
AOA  for  the  2008-2009  academic  year 
as  well.  Although  these  data  were  not  to 
be  published  in  the  JAOA  for  some 
months,  we  received  permission  from 
the  AOA  to  publish  it  in  the  proposed 
rule.  For  the  final  rule,  we  requested 
and  received  data  from  the  AOA  for  the 
number  of  osteopathic  residents  in  each 
State  for  the  2009-2010  academic  year. 
These  data  are  also  presented  in  the 
form  of  a  table  listing  each  State  (there 
are  no  osteopathic  programs  in  Puerto 
Rico),  and  a  column  for  the  total  number 


of  residents  in  each  State.  Therefore,  we 
proposed  that  the  numerator  for  the 
ratio  for  each  State  would  be  the  sum  of 
the  residents  from  the  2008-2009 
AGGME’s  table  for  that  State,  and  the 
residents  from  the  2008-2009  AOA 
table  for  that  State.  However,  for  this 
final  rule,  the  numerator  for  the  ratio  for 
each  State  is  the  sum  of  the  residents 
from  the  2009-2010  AGGME’s  table  for 
that  State,  and  the  residents  from  the 
2009-2010  AOA  table  for  that  State. 

We  understand  that,  although 
graduates  of  allopathic  medical  schools 
are  precluded  from  training  in  AOA- 
accredited  programs,  there  is  no  similar 
prohibition  on  osteopathic  residents 
training  in  allopathic  programs.  Because 
there  are  osteopathic  residents  who 
enroll  and  participate  in  allopathic 
AGGME-accredited  programs,  we  want 
to  ensure  that  there  is  no  double 
counting  of  residents  in  the  numerator. 
We  have  learned  from  the  AGGME  that 
their  data  in  the  AGGME  Data  Resource 
Book  include  osteopaths,  but  only  those 
training  in  AGGME-accredited  . 
programs.  The  AOA  data  do  not  include 
osteopathic  residents  who  are  training 
in  AGGME-accredited  programs;  AOA 
data  only  include  osteopathic  residents 
enrolled  and  training  in  AOA-acoredited 
programs.  Therefore,  we  do  not  believe 
there  is  a  concern  about  double 
counting  with  respect  to  osteopathic 
residents  training  in  allopathic 
programs.  However,  we  also  are  aware 
that  there  are  some  programs  that  are 
dually  accredited  by  the  AGMGE,  and 
the  AOA,  and  residents  completing 
these  programs  are  able  to  sit  for  both 
the  ABMS  and  the  AOA  board 
examination  in  that  specialty.  We 
understand  that  the  AGGME  will 
include  a  resident  in  its  resident  count 
as  long  as  that  resident  is  training  in  an 
AGGME-accredited  program,  even  if  that 
program  is  dually  accredited.  The  AOA 
has  the  same  practice  of  including  in  its 
total  count  of  residents  those  who  are  in 
AOA-accredited  programs,  even  if  it  is 
a  dual  eligible  program.  Therefore,  there 
is  some  degree  of  unavoidable  double 
counting  of  residents  in  the  total  count. 
However,  we  understand  that,  as  of  the 
publication  of  the  proposed  rule,  the 
number  of  residents  in  dually- 
accredited  programs  was  less  than  500. 
We  have  not  been  able  to  receive  an 
updated  count  of  residents  m  dually 
accredited  programs  for  this  final  rule. 
However,  because  500  is  only  0.43 
percent  of  the  combined  AGGME  and 
AOA  2009-2010  resident  count  of 
117,191,  we  believe  the  effect  of 
counting  these  residents  by  both  the 


AGGME  and  AOA  is  negligible  and 
would  not  harm  the  integrity  of  the  data. 

In  the  August  3,  2010  proposed  rule 
(75  FR  46401),  we  proposed  to  define 
“resident”  in  “resident-to-population” 
ratio  as  actual  individual  residents,  as 
opposed  to  the  FTE  resident  figures  that 
are  used  for  Medicare  payment 
purposes.  We  believe  it  is  appropriate  to 
define  “residents”  as  actual  individual 
residents  in  this  instance  because  the 
intent  behind  this  criterion  is  to  identify 
those  States-  that  have  low  numbers  of 
physicians-in-training  in  relation  to  the 
general  population  for  which  those 
physicians-in-training  are  providing 
health  care  services.  An  “FTE”  measure, 
which  is  the  measure  used  for  most 
Medicare  payment  purposes,  does  not 
accurately  reflect  the  number  of 
individual  physicians-in-training 
providing  services  in  a  State. 

With  regard  to  State  population  data 
to  he  used  in  the  denominator  of  each 
State’s  resident-to-population  ratio,  we 
again  proposed  to  use  the  latest 
available  data  on  State  populations.  We 
proposed  to  use  data  from  the  Gensus 
Bureau  that  is  from  the  2000  Gensus,  but 
that  have  been  updated  with  the  most 
recent  data  available  as  of  July  1,  2009. 

We  accessed  these  data  from  the 
following  Weh  site:  http:// 
www.census.gov/popest/states/ 
states.html.  On  this  Weh  page,  the 
following  data  can  be  found:  State 
population  datasets — Population, 
population  change  and  estimated 
components  of  population  change;  April 
1.  2000  to  July  1,  2009  (NST-EST2009- 
alldata).  We  proposed  to  use  the  GSV 
file  at  this  link.  Specifically,  we 
proposed  to  use  the  data  for  State 
population  from  the  column  called 
POPESTIMATE2009  (Golumn  Q  of  the 
GSV  spreadsheet).  Therefore,  we 
proposed  to  determine  each  State’s 
resident-to-population  ratio,  and 
specifically  those  States  that  fall  within 
the  lowest  quartile  by  using  the  sum  of 
the  2008-2009  AGGME  and  AOA 
resident  data  for  each  State,  as  described 
above,  in  the  numerator  for  each  State, 
and  by  using  the  population  data 
updated  as  of  July  1,  2009,  in  the 
denominator  for  each  State  from  the 
column  called  POPESTIMATE2009  in 
Golumn  Q  of  the  GSV  spreadsheet.  The 
following  table  has  been  updated  for 
this  final  mle  using  2009-2010  AGGME 
and  AOA  resident  data.  It  lists  each 
State,  and  is  sorted  by  resident-to- 
population  ratio  from  Ipwest  to  highest. 
The  first  13  shaded  States  are  the  States  • 
in  the  lowest  quartile. 
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State  Name 

Census  data 
as  of  * 

July  1,  2009 

ACGME 

resident 

data 

2009-2010 

AOA 
resident  | 
data  1 
2009- 
2010 

Total 
resident  j 
data 

! 

Resident  j 
to  1 

population  j 
ratio 

Montana  'M. 

974,989 

20 

0 

20 

.  0.0021% 

Idahorfi^.<^  >'  • 

■  1,545,801 

56 

.0 

56. 

0.0036% 

Alaska  "  '  ■ 

698,473 

34 

-  -  9 

43 

0.0062% 

Wyoming  ^ 

•  544,270 

40 

4 

44 

South  Dakota 

812,383 

98 

0 

98 

0.0121% 

Nevada 

2,643,085 

253 

70 

-  323 

.0.0122%  , 

North  Dakota 

111 

0 

111 

0.0172% 

Mississippi 

2,951,996 

524 

6 

. 

530 

Indiana  ■ 

6,423,113 

.  1,269 

22 

1,291 

0.0201% 

‘  Puerto  Rico 
Commonwealth 

3,967,288 

mm 

0 

811 

0.0204% 

Florida .  * 

18,537,969 

3,446 

.  372 

3,818 

0.0206% 

Georgia  '  ‘ 

9,829,211 

2,064 

21 

2,085 

0.0212% 

Arizona 

6,595,778 

39 

1,417 

0.0215% 

Oregon 

3,825,657 

mm 

wm 

836 

0.0219% 

Colorado 

5,024,748 

1,161 

3 

1,164 

0.0232% 

Oklahoma 

3,687,050 

751 

137 

888 

0.0241% 

Utah 

2,784,-572 

685 

685 

0.0246% 

Arkansas 

2,889,450 

714 

2 

716 

0.0248% 

South  Carolina 

4,561,242 

1,134 

15 

1,149 

0.0252% 

Washington 

6,664,195 

1,683 

5 

1,688 

0.0253% 

Maine 

1,318,301 

294 

42 

336 

0.0255% 

Kansas 

2,818,747 

718 

11 

729 

0.0259% 

Alabama 

4,708,708 

1,224 

0 

1,224 

0.0260% 

Kentucky 

4,314,113 

1,125 

21 

1,146 

0.0266% 
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State  Name 


New  Mexico 


California 


'New  Hampshire 


Iowa 


Virginia 


Wisconsin 


North  Carolina 


Hawaii 


Tennessee 


New  Jersey 


Nebraska 


Delaware 


Louisiana 


Minnesota 


West  Virginia 


Vermont 


Missouri 


Maryland 


Illinois 


Ohio 


Connecticut 


Michigan 


Pennsylvania 


RJiode  Island 


Massachusetts 


New  York 


District  of  Columbia 


Census  data 
as  bf 

July  1,  2009 

ACGME 
resident 
data  * 
2009-2010 

2,009,671 

547 

;  36,961,664 

9,852 

1,324,575 

382 

3,007,856 

840 

7,882,590 

2,203 

24,782,302 

7,117 

5,654,774 

1,698 

9,380,884 

2,910 

1,295,178 

405 

6,296,254 

2,124 

8,707,739 

2,743 

1,796,619 

657 

885,122 

312 

4,492,076 

1,757 

5,266,214 

2,173 

1,819,777 

652 

621,760 

268 

5,987,580 

2,550 

5,699,478 

2,693 

12,910,409 

5,790 

11,542,645 

5,455 

3,518,288 

2,025 

9,969,727 

4,650 

12,604,767 

7,384 

1,053,209 

736 

6,593,587 

5,271 

19,541,453 

15,862 

599,657 

lllingg 

547 

0.0272% 

10,074 

0.0273% 

382 

0.0288% 

868 

0.0289% 

2,280 

.  0.0289% 

7,237 

0.0292% 

1,729 

0.0306% 

2,921 

0.0311% 

405 

0.0313% 

2,137 

0.0339% 

3,114 

0.0358% 

657 

mimi 

330 

0.0373% 

1,757 

0.0391% 

2,183 

0.0415% 

779 

0.0428% 

268 

0.0431% 

2,671 

0.0446% 

2,693 

0.0472% 

6,112 

0.0473% 

6,086 

2,029 

0.0577% 

6,031 

0.0605% 

8,278 

0.0657% 

759 

0.0721% 

5,286 

0.0802% 

16,458 

0.0842% 

1,912 

0.3188% 

Based  on  the  proposed  data,  the  quartile  for  resident-to-population 

following  States  fall  within  the  lowest  ratios;  Montana,  Idaho,  Alaska, 


Wyoming,  Nevada,  South  Dakota,  North 
Dakota,  Mississippi,  Florida,  Puerto 
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Rico,  Indiana,  Arizona,  and  Georgia. 
Based  on  the  revised  finalized  data, 
although  the  same  States  fall  within  the 
lowest  quartile  for  resident-to- 
population  ratios,  the  order  changed 
somewhat  as  follows:  Montana,  Idaho, 
Alaska,  Wyoming,  South  Dakota, 

Nevada,  North  Dakota,  Mississippi, 
Indiana,  Puerto  Ri.co,  Florida,  Georgia, 
and  Arizona.  Accordingly,  we  proposed 
that,  consistent  with  section 
1886(h)(8)(DKi)  of  the  Act,  a  hospital 
located  in  any  one  of  these  States  that 
applies  for  an  increase  to  its  F.TE  cap 
under  section  1886(h)(8)(B)  of  the  Act 
would  receive  preference  over  a  hospital 
that  is  applying  for  an  increase  to  its  cap 
that  is  not  located  in  one  of  these  States. 

Comment:  One  commenter  requested 
that  CMS  use  the  most  recent  resident 
data  from  the  2009-2010  academic  year 
in  the  calculation  of  the  resident-to- 
population  ratios.  The  commenter  noted 
that  since  the  academic  year  2008-2009, 
there  are  80  additional  accredited 
programs  and  1,904  additional  residents 
according  to  the  ACGME’s  weh  site. 

Response:  Since  the  CY  2011  OPPS/ 
ASC  proposed  rule  went  on  display  at 
the  Federal  Register  on  July  2,  2010,  the 
ACGME  has  posted  the  2009-2010  Data 
Resource  Book.  As  we  explain  in  the 
preamble  to  this  final  rule,  this  hook, 
which  is  available  free  of  charge  on  the 
ACGME’s  Web  site,  has  a  table  titled 
“Number  of  Residents,  by  State”  {http:// 
www.acgme.org/acWebsite/databook/ 
2009-201 0_ACGME_Data_Resource_ 
Book.pdf).  This  table  lists  each  State 
(including  Puerto  Rico),  and  includes  a 
column  called  “Total  Residents.”  We  are 
using  the  data  from  this  column  called 
“Total  Residents”  as  part  of  the 
numerator  to  determine  the  resident-to- 
population  ratio  in  each  state. 

•  Whether  the  hospital  is  located  in  a 
State,  a  territory  of  the  United  States,  or 
the  District  of  Columbia  that  is  among 
the  top  10  States,  territories,  or  Districts 
in  terms  of  (1)  the  total  population  of 
the  State,  territory,  or  District  living  in 
an  area  designated  (under  such  section 
332(a)(1)(A))  as  a  health  professional 
shortage  area  (as  of  the  date  of 
enactment  of  this  paragraph);  to  (2)  the 
total  population  of  the  State,  territory. 


or  District  (as  determined  by  the 
Secretary  based  on  the  most  recent 
available  population  data  published  by 
the  Bureau  of  the  Census). 

In  order  to  determine  which  applying 
hospitals  fall  within  this  priority 
category,  we  need  to  determine  the  total 
population  living  in  a  HPSA  in  each 
State,  territory,  or  District  computed  “as 
of  the  date  of  enactment,”  and  we  need 
to  determine  the  total  population  of- 
each  State,  territory,  or  District  “(as 
determined  by  the  Secretary  based  on 
the  most  recent  available  population 
data  published  by  the  Bureau  of  the 
Census).”  “Territory”  is  referring  to 
Puerto  Rico,  which  currently  has 
teaching  hospitals,  and  “District  of 
Columbia”  refers  to  Washington,  DC.  For 
ease  of  reference,  and  consistent  with 
the  definition  of  “State”  at  section  210 
of  the  Act,  we  proposed  to  refer  to 
“State,  territory,  or  District”  simply  as 
“State.”  We  have  received  data  on  the 
population  of  each  HPSA  from  the 
Health  Resources  and  Services 
Administration’s  (HRSA)  Geospatial 
Warehouse.  HRSA’s  Shortage 
Designation  Branch  develops  shortage 
designation  criteria  and  uses  them  to 
decide  whether  or  not  a  geographic  area, 
or  population  group,  is  a  HPSA.  HRSA 
updates  HPSA  statistics  on  its  Web  site 
on  a  daily  basis,  and  we  have  requested 
and  received  the  data  reflective  of  the 
“date  of  enactment”;  that  is,  March  23, 
2010.  This  data,  as  of  this  date,  remains 
the  same  for  this  final  rule.  Because 
HRSA  updates  the  data  on  its  Web  site 
daily,  the  data  as  of  March  23,  2010  are 
no  longer  available  on  its  Web  site. 
(General  information  on  HPSAs  and 
current  data  can  be  found  on  HRSA’s 
Web  site  at:  http://bhpr.hrsa.gov/ 
shortage/). 

HRSA  designates  three  different  kinds 
of  HPSAs:  Primary  Care  HPSAs,  Dental 
HPSAs,  and  Mental  Health  HPSAs. 
While  many  areas  may  only  be 
designated  as  one  of  these  kinds  of 
HPSAs,  some  areas  may  be  designated 
as  two  or  three  of  these  kinds  of  areas. 
Thus,  if  we  .were  to  add  the  population 
in  each  State  that  is  in  a  Primary  Care 
HPSA,  a  Dental  HPSA,  and  a  Mental 
Health  HPSA,  we  would  be  duplicating 


the  HPSA  populations  in  each  State. 
Therefore,  we  proposed  to  use  only  the 
population  in  each  State  that  is  in  a 
Primary  Care  HPSA.  We  believe  that  it 
is  appropriate  to  choose  to  recognize 
only  the  Primary  Care  HPSAs  in  each 
State^or  the  purpose  of  implementing 
section  5503  because  section  5503  is 
intended  to  encourage  an  increase  in  the 
number  of  primary  care  residents  that 
are  currently  being  trained  in  hospitals, 
as  is  evidenced  by  the  “Requirements” 
in  section  1886(h)(8)(B)(ii)  of  the  Act,  as 
added  by  section  5503(a)(4),  which 
requires  hospitals  that  receive 
additional  slots  under  this  section  to 
maintain  a  certain  average  number  of 
primary  care  resident  positions,  and  that 
not  less  than  75  percent  of  the 
redistributed  positions  must  be  awarded 
for  slots  used  in  a  primary  care  or  a 
general  surgery  residency. 

With  respect  to  data  on  each  State’s 
total  population  “as  determined  by  the 
Secretary  based  on  the  most  recent 
available  population  data  published  by 
the  Bureau  of  the  Census,”  we  proposed 
to  use  the  same  data  that  we  are  using 
under  the  first  priority  category  with 
regard  to  determining  resident-to- 
population  ratios,  as  explained  above. 
These  data,  which  are  the  most  recent 
available,  were  last  updated  on  July  1, 
2009.  As  explained  above,  we  accessed 
these  data  from  the  following  Web  site: 
http://www.census.gov/popest/states/ 
states.html.  On  this  Web  page,  the 
following  data  can  be  found:  State 
population  datasets — population  change 
and  estimated  components  of 
population  change:  April  1,  2000  to  July 
1,  2009  (NST-EST2009-alldata).  We 
proposed  to  use  the  CSV  file  at  this  link. 
Specifically,  we  proposed  to  use  the 
data  for  State  population  from  the 
column  called  POPESTIMATE2009 
(Column  Q  of  the  CSV  spreadsheet). 

The  following  table  lists  each  State, 
its  Primary  Care  HPSA  population-to- 
State  population  ratio  from  highest  to 
lowest,  and  whether  that  State  falls 
within  the  top  10  States  for  such 
Primary  Care  HPSA  population-to-State 
population  ratios: 
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Primary 
Care  HPSA 


Census  data 
as  of  July  1, 
2009 


4,492,076 


mm 


South  Dakota 


Disfiiet  of  Columbia 


Montana 


812,3S3 


599,657 


,656 


1,981,387 


Alabama 


Arizona 


Illinois 

Missouri 


Idaho 


12,910,409 


mtmM 


4.314,113 

4,561,242 

24,782,302 

885,122 

19,541,453 

3,687,050 

9,829,211 

18,537,969 


6,296,254 


698,473 


South  Carolina 


Texas 


Delaware 


New  York 


Oklahoma 


Flonda 


Tennessee  . 


Alaska 


Kansas _ 

Colorado 


Michigan 

Nevada _ 

North  Carolina 


Iowa 


Wisconsin 


mm 


Arkansas 


Utah 


Primary 
Care  HPSA 
to 

Population 

Ratio 


43.3202% 


9,380,884 


3,007,856 


5,654,774 


1,819,777 


2,889,450 


2,784,572 


453,347 


1,155,928 


1,159,709 


6,040,714 


215,060 


4,691,714 


866,358 


2,276,546 


4,287,169 


1,455,365 


153,999 


570,639 


970,145 


1,916,653 


504,174 


1,673,482 


536,519 


30.0402% 


29.8833% 


29.7422% 

29.3276% 


26.7941% 


24.0090% 


23.4973% 


23.1610% 


23.1264% 


23.1148% 

2.0480% 

20.2444% 

9.3073% 

9.2247% 

9.0752% 

17.8393% 


I  <^auiorma 
I  Virginia 


17.4820% 


6,664,195 

1,140,882 

17.1196% 

36,961,664 

6,014,851 

16  2732% 

7,882,590 

1,222,771 

15.5123% 

Federal  Register/ Vol.  75,  No.  226/ Wednesday,  November  24,  2010 /Rules  and  Regulations  72181 


State  Name 

Census  data 
as  of  July  1, 
2009 

Primary 
Care  HPSA 

Primary 
Care  HPSA 
to 

Population 

Ratio 

Oregon 

3,825,657 

579,368 

15.1443% 

Rhode  Island 

1,053,209 

156,064 

14.8180% 

Connecticut 

3,518,288 

477,837 

13.5815% 

Massachusetts 

6,593,587 

893,375 

13.5492% 

Indiana 

6,423,113 

816,234 

12.7078% 

Maine 

1,318,301 

156,116 

11.8422% 

Ohio 

11,542,645 

1,326,610 

11.4931% 

Pennsylvania 

12,604,767 

1,431,314 

11.3553% 

Minnesota 

5,266,214 

493,764 

9.3761% 

Maryland 

5,699,478 

523,260 

9.1808% 

Nebraska 

1,796,619 

146,196 

8.1373% 

Hawaii 

1,295,178. 

93,107 

7.1887% 

Vermont 

621,760 

40,313 

6.4837% 

New  Hampshire 

1,324,575 

84,038 

6.3445% 

New  Jersey 

8,707,739 

376,405 

4.3226% 

BILLING  CODE  41 20-01 -C 

•  Whether  the  hospital  is  located  in  a 
rural  area  (as  defined  in  section 
1886(d](2)(D)(ii)  of  the  Act).  Section 
1886(d){2)(D)(ii)  of  the  Act  defines  a 
rural  area  as  any  area  outside  a  MSA. 
Under  the  existing  regulations  at 
§412.62(f)(ii),  an  “urban  area”  means: 

(1)  A  Metropolitan  Statistical  Area 
(MSA)  or  New  England  County 
Metropolitan  Area  (NECMA);  or  (2)  the 
following  New  England  counties: 
Litchfield  County,  Connecticut;  York 
County,  Maine;  Sagadahoc  County, 
Maine;  Merrimack  County,  New 
Hampshire;  and  Newport  County, 

Rhode  Island.  Under  existing 
§412.62(f)(iii),  a  “rural  area”  means  any 
area  outside  an  urban  area.  Thus,  for 
purposes  of  the  amendments  made  by 
section  5503,  in  the  August  3,  2010 
proposed  rule  (75  FR  46406),  we 
proposed  that  any  hospital  located  in  an 
area  that  is  not  in  a  MSA  is  a  rural 
hospital,  regardless  of  any 
reclassification  under  §412.102  or 
§412.103.  We  also  pointed  out  that, 
since  FY  2005,  we  no  longer  use  the 
term-MSA,  but  instead  we  use  CBSA,  or 
Core-Based  Statistical  Area.  There  are 
urban  CBSAs,  and  rural  CBSAs  are  areas 
outside  of  an  urban  CBSA.  We  note  that 
this  definition  of  “rural”'is  consistent 
with  our  policy  concerning  designation 
of  wage  index  areas. 

We  also  proposed  that,  in  determining 
which  applicant  hospitals  receive 
priority  within  the  priority  category  of 


hospitals  located  in  a  State  in  the  lowest 
quartile  for  resident-to-population  ratios 
that  hospitals  in  a  State  that  is  ranked 
lower  in  the  quartile  (with  number  one 
being  the  lowest)  would  receive 
preference  over  hospitals  in  states  that 
are  still  within  the  quartile,  but  ranked 
higher.  For  example,  all  other  things 
being  equal,  a  hospital  located  in 
Montana  would  receive  preference  over 
a  hospital  located  in  Idaho,  while  this 
hospital  would  receive  preference  over 
a  hospital  located  in  Alaska,  and  so  on. 
Similarly,  we  proposed  that,  in 
determining  which  applicant  hospitals 
receive  priority  within  the  priority 
category  of  hospitals  located  in  a  State 
that  is  among  the  top  10  of  these  areas 
in  terms  of  the  ratio  of  Primary  Care 
HPSA  population  to  total  population, 
hospitals  in  an  area  that  is  ranked  higher 
in  the  top  10  (with  number  1  being 
highest  and  ftumber  10  being  lowest) 
would  receive  preference  over  hospitals 
in  an  area  that  are  still  within  the  top 
10,  but  ranked  lower.  For  example,  all 
other  things  being  equal,  a  hospital 
located  in  Louisiana  would  receive 
preference  over  a  hospital  located  in 
Mississippi,  while  a  hospital  in 
Mississippi  would  receive  preference 
over  a  hospital  located  in  Puerto  Rico, 
and  so  on. 

Comment:  A  couple  of  commenters 
urged  CMS  to  consider  expanding  the 
slot  redistribution  eligibility  to  all 
States,  not  just  those  hospitals  in  States 
with  a.low  resident-to-population  ratio 


or  high  proportion  of  population  living 
in  a  HPSA  or  in  a  rural  area.  The 
commenters  stated  that  allowing  all 
states  to  be  eligible  will  be  a  faster  way 
to  increase  the  physician  supply.  The 
commenters  believed  that  restricting 
redistribution  eligibility  would  deny 
training  opportunities  to  qualified 
residents  that  may  be  training  at 
hospitals  that  are  already  over  their 
caps.  Other  commenters  also  urged  CMS 
to  consider  a  more  equitable  method  to 
redistribute  unused  slots  to  hospitals 
over  their  caps. 

Response:  An  action  to  allow 
hospitals  in  all  states  to  be  eligible  for 
redistributed  slots  under  section  5503  is 
not  authorized  under  the  Affordable 
Care  Act.  As  described  in  the  August  3, 
2010  proposed  rule  (75  FR  46390), 
section  5503  of  the  Affordable  Care  Act, 
which  added  a  new  section 
1886(h)(8)(E)  to  the  Act,  specifically 
directs  the  Secretary  to  distribute  70 
percent  of  the  resident  slots  to  hospitals 
located  in  States  with  resident-to- 
population  ratios  in  the  lowest  quartile 
and  30  percent  to  hospitals  located  In  a 
State,  a  territory  of  the  United  States,  or 
the  District  of  Columbia  that  are  among 
the  top  10  States,  territories,  or  Districts 
in  terms  of  the  ratio  of  the  total 
population  living  in  an  area  designated 
as  a  health  professional  shortage  area  as 
of  March  23,  2010,  to  the  total 
population,  and  to  hospitals  located  in 
rural  areas.  Therefore,  only  those 
hospitals  in  States,  territories,  or 
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Districts  that  fall  into  the 
aforementioned  categories  will  be 
considered  for  redistributions  under 
section  5503. 

Comment:  One  commenter  asked 
CMS  to  define  the  cities  of  Anchorage 
and  Fairbanks,  Alaska  as  rural.  The 
commenter  noted  that  even  though  the 
majority  of  Alaskans  live  in  Anchorage, 
Fairbanks,  or  the  Mat-Su  (57%),  most 
hospitals  outside  of  Anchorage  and 
Fairbanks  are  not  large  enough  to  meet 
basic  requirements  for  accreditation  by 
the  ACGME.  Therefore,  Anchorage  and 
Fairbanks  should  be  added  to  the 
Priority  Category  and  Evaluation 
Criteria  list  of  rural  areas. 

Response:  We  cannot  accommodate 
the  commenter’s  request  to  classify 
Anchorage  and  Fairbanks  as  rural  areas 
because  the  reference  to  rural  areas 
under  section  5503  regarding  giving 
preference  to  hospitals  located  in  rural 
areas  is  to  subsection  (d)(2)(D)(ii)  of  the 
Act.  Section  1886(d)(2){D)(ii)  of  the  Act 
defines  a  rural  area  as  any  area  outside 
a  MSA.  Under  the  existing  regulations  at 
§  412.62(f)(ii),  an  “urban  area”  means,  in 
part,  a  MSA.  Under  existing 
§412.62(f)(iii),  a  “rural  area”  means  any 
area  outside  an  urban  area.  Thus,  for 
purposes  of  the  amendments  made  by 
section  5503,  any  hospital  located  in  an 
area  that  is  not  in  a  MSA  is  a  rural 
hospital,  regardless  of  any 
reclassification  under  §412.102  or 
§  412.103.  We  also  pointed  out  in  the 
proposed  rule  that,  since  FY  2005,  we 
no  longer  use  the  term  MSA,  but  instead 
we  use  CBSA,  or  Core-Based  Statistical 
Area  (75  FR  46406).  Further,  we  note 
that  Alaska  is  already  given  preference 
under  section  5503  since  it  is  one  of  the 
states  that  is  in  the  lowest  quartile  for 
resident-to-population  ratios. 

As  we  described  above,  we  proposed 
that  an  applicant  hospital  indicate  on 
the  CMS  Evaluation  Form  the 
category(ies)  for  which  it  believes  it  will 
qualify,  and  we  will  use  this  indication 
to  prioritize  the  applications.  Each  of 
the  categories  (described  below)  was 
derived  from  the  priorities  established 
by  section  1886(h)(8)(D)  of  the  Act,  as 
added  by  section  5503  of  the  Affordable 
Care  Act.  We  proposed  to  use  the 
following  categories  to  determine  the 
order  in  which  hospitals  would  be 
eligible  to  receive  increases  in  their  FTE 
resident  caps: 

•  First  Level  Priority  Category:  The 
hospital  is  in  a  State  whose  resident-to- 
population  ratio  is  within  the  lowest 
quartile,  AND  the  hospital  is  in  a  State 
whose  Primary  Care  HPSA  to 
population  ratio  is  in  the  top  10  States, 
AND  the  hospital  is  located  in  a  rural 
area. 


•  Second  Level  Priority  Category:  The 
hospital  is  in  a  State  whose  resident-to- 
population  ratio  is  within  the  lowest 
quartile,  and  is  either  in  a  State  whose 
Primary  Care  HPSA  to  population  ratio 
is  in  the  top  10  States,  or  it  is  located 

in  a  rural  area,  or  is  an  urban  hospital 
and  has,  or  will  have  as  of  July  1,  2011 
(we  note  the  proposed  rule  incorrectly 
stated  2010),  a  rural  training  track. 

•  Third  Level  Priority  Category:  The 
hospital  is  in  a  State  whose  resident-to- 
population  ratio  is  within  the  lowest 
quartile. 

•  Fourth  Level  Priority  Category:  The 
hospital  is  in  a  State  whose  Primary 
Care  HPSA  to  population  ratio  is  in  the 
top  10  States,  and  either  the  hospital  is 
located  in  a  rural  area  or  the  hospital  is 
an  urban  hospital  and  has,  or  will  have 
as  of  July  1,  2011  (we  note  the  proposed 
rule  incorrectly  stated  2010),  a  rural 
training  track. 

•  Fifth  Level  Priority  Category:  The 
hospital  is  in  a  State  whose  Primary 
Care  HPSA  to  population  ratio  is  in  the 
"top  10  States,  or  the  hospital  is  located 

in  a  rural  area. 

We  believe  it  is  appropriate  to 
establish  priority  level  categories  based 
on  the  fact  that  some  hospitals  that 
apply  for  the  additional  resident  slots 
may  fit  into  more  than  one  of  the  three 
statutory  priority  categories  listed  in 
section  1886(h)(8)(D)  of  the  Act. 
Therefore,  we  proposed  to  give 
consideration  first  to  those  hospitals 
that  meet  more  than  one  of  the  statutory 
priority  categories  over  those  hospitals 
that  meet  only  one  of  the  statutory 
priorities.  We  further  proposed  that  a 
hospital  that  is  in  a  State  whose 
resident-to-population  ratio  is  within 
the  lowest  quartile  would  receive 
priority  over  a  hospital  that  is  not 
located  in  one  of  these  States.  We 
believe  this  is  consistent  with  the 
direction  established  at  section 
1886(h)(8)(E)(i)  of  the  Act  which 
specifies  that  the  Secretary  shall  reserve 
70  percent  of  all  positions  available  for 
distribution  for  hospitals  in  a  State 
whose  resident-to-population  ratio  is 
within  the  lowest  quartile.  Only  30 
percent  of  the  positions  are  to  be 
distributed  to  hospitals  in  States  whose 
Primary  Care  HPSA  to  population  ratio 
is  in  the  top  10  States,  and  hospitals 
located  in  rural  areas.  In  addition,  as 
discussed  above,  the  first  consideration 
in  redistribution  under  section 
1886(h)(8)(C)  of  the  Act  is  that  the 
applicant  hospital  must  demonstrate  the 
likelihood  of  filling  the  slots  requested 
within  the  first  three  cost  reporting 
periods  beginning  on  or  after,  July  1, 
2011.  The  second  consideration  is 
“whether  the  hospital  has  an  accredited 
rural  training  track”  (as  described  in 


section  1886(h)(4)(H)(iv)  of  the  Act). 
Accordingly,  we  proposed  that,  in 
distinguishing  between  hospitals  within 
priority  categories,  and  in  determining 
which  hospitals  qualify  to  receive 
additional  slots,  we  would  give 
preference  to  a  hospital  that  has  an 
accredited  rural  training  track  as 
compared  to  a  hospital  that  does  not 
have  such  a  program. 

Because  section  1886(h)(8)(E)  of  the 
Act  specifies  that  70‘percent  of  the  slots 
are  to  be  reserved  for  hospitals  that  are 
in  a  State  whose  resident-to-population 
ratio  is  within  the  lowest  quartile,  and 
30  percent  of  the  positions  are  to  be 
reserved  for  hospitals  in  States  whose 
Primary  Care  HPSA  to  population  ratio 
is  in  the  top  10  States,  and  hospitals 
located  in  rural  areas,  we  proposed  that 
no  slots  would  be  given  to  hospitals  that 
do  not  fit  within  either  of  these 
categories. 

Comment:  Some  commenters 
reflected  on  the  method  CMS  proposed 
to  allocate  the  slots,  in  which  there 
would  be  a  single  “redistribution  pool”, 
out  of  which  70  percent  of  the  slots  will 
first  be  awarded  to  hospitals  in  Priority 
Categories  1,2,  and  3,  with  the 
remaining  30  percent  of  the  slots  being 
awarded  to  hospitals  in  Priority 
Categories  4  and  5.  The  commenters 
further  noticed  that  hospitals  that 
qualify  for  slots  from  both  the  “70- 
percent  pool”  and  the  “30-percent  pool” 
would  be  awarded  slots  first,  with  slots 
being  awarded  to  these  hospitals  from 
only  the  “70-percent  pool.”  The 
commenters  believed  that  hospitals  in 
States  further  down  the  low  resident-to- 
population  list  should  “not  have  their 
chances  of  being  awarded  slots  unduly 
diminished  by  hospitals  that  qualify 
under  both  categories.”  The  commenters 
believed  it  is  more  equitable  to  allocate 
slots  to  hospitals  that  qualify  for  both 
pools  by  prorating  the  number  of  slots 
awarded  between  both  pools.  The 
commenters  included  an  example 
where,  for  a  rural  hospital  in  a  State  on 
the  low  resident-to-population  list  that 
is  awarded  10  slots  through  the 
redistribution  program,  70  percent,  or  7 
slots,  would  come  from  the  “70-percent 
pool”  while  30  percent,  or  3  slots  would 
come  from  the  “30-percent  pool.”  The 
commenters  believed  that  “this  result  is 
more  easily  achieved  with  two  distinct 
pools  of  slots,  but  we  defer  to  CMS  as 
to  how  to  implement  the  mechanics  of 
prorating.” 

One  commenter  suggested  that  CMS 
should  review  and  modify  its  complex 
prioritization  criteria  to  ensure  that  70 
percent  of  the  slots  go  to  hospitals  in 
States  with  low  resident-to-population 
ratios.  The  commenter  noted  that  under 
the  priority  criteria  that  CMS  proposed. 
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it  is  possible  that  a  hospital  located  in 
a  lowest  quartile  resident-to-population 
State  would  not  receive  any  slots.  The 
cominenter  argued  that  this  was  not  the 
intent  of  Congress  and  that  CMS  should 
develop  a  process  that  ensures  that  all 
hospitals  in  the  lowest  quartile  resident- 
to-population  States  that  apply  and 
meet  the  demonstrated  likelihood 
criteria  receive  at  least  sorne  caps 
through  the  redistribution  process. 

Response:  On  page  46409  of  the 
August  3,  2010  proposed  rule,  we 
discussed  the  scenario  where  a  hospital 
could  qualify  to  receive  slots  from  both 
the  “70-percent  pool”  and  the  “30- 
percent  pool.”  We  stated  that  we 
considered  a  “possible  scenario  that 
could  occur  with  respect  to  hospitals 
that  fall  into  the  Second  Level  Priority 
Category:  The  hospital  is  in  a  State 
whose  resident-to-population  ratio  is 
within  the  lowest  quartile,  and  is  either 
in  a  State  whose  Primary  Care  HPSA  to 
population  ratio  is  in  the  tpp  10  States, 
or  it  is  located  in  a  rural  area,  or  is  an 
urban  hospital  and  has  or  will  have  as 
of  July  1,  2011,  a  rural  training  track. 
Because  a  hospital  in  this  second  level 
priority  category  is  located  both  in  a 
State  whose  resident-to-population  ratio 
is  within  the  lowest  quartile,  and  is 
either  in  a  State  whose  Primary  Care 
HPSA  to  population  ratio  is  in  the  top 
10  States,  or  it  is  located  in  a  rural  area, 
we  believe  that  its  request  for  additional 
slots  must  first  be  fulfilled  from  the  “70- 
percent  pool.”  However,  if  there  are 
insufficient  slots  in  the  “70-percent 
pool”  to  satisfy  the  requests  of  all 
otherwise  qualified  applicants  in  the 
Second  Level  Priority  Category,  then, 
rather  than  immediately  prorating  the 
remaining  slots  in  the  “70-percent  pool” 
among  the  applicable  hospitals  in  the 
second  level  priority  category,  we 
proposed  to  draw  from  the  “30-percent 
pool”  to  grant  the  full  FTE  cap  increases 
(as  applicable)  to  qualifying  hospitals  in 
the  second  level  priority  category.” 

The  commenters  raise  a  fair  point,  in 
that  hospitals  that  qualify  to  fit  into 
either  the  “70-percent  pool”  or  the  “30- 
percent  pool”  (but  not  both)  should  not 
have  their  chances  of  receiving  their  fair 
share  of  slots  from  the  respective  pools 
diminished  by  hospitals  that  fall  into 
priority  categories  qualifying  for  slots 
from  both  pools.  Section  5503 
essentially  requires  that  two  distinct 
pools  of  slots  be  created:  one  for 
hospitals  located  in  States  that  are  in  the 
lowest  quartile  for  resident-to- 
population  ratios,  and  one  for  hospitals 
located  in  States  that  are  the  top  10 
States  for  Primary  Care  HPSA  to 
population  ratios,  or  for  rural  hospitals. 
We  have  reconsidered  our  proposed 
method  described  above,  which  ranks  a 


hospital  that  is  in  a  State  whose 
resident-to-population  ratio  is  within 
the  lowest  quartile,  and  the  hospital  is 
located  in  a  State  whose  Primary  Care 
HPSA  to  population  ratio  is  in  the  top 
10  States,  and/ory  the  hospital  is  rural, 
above  a  hospital  that  is  only  located  in 
a  State  whose  resident-to-population 
ratio  is  within  the  lowest  quartile.  We 
realize  that  these  “doubled”  Priority 
Categories  allow  for  the  possibility  that 
a  hospital  located  only  in  States  whose 
resident-to-population  ratios  are  in  the 
lowest  quartile  may  have  its  chances  of 
receiving  slots  diminished  by  hospitals 
in  States  that  fall  within  both  priority 
categories.  Therefore,  in  this  final  rule, 
we  are  reducing  the  number  and 
revising  the  Priority  Categories  as 
follows: 

•  First  Level  Priority  Category:  The 
hospital  is  in  a  State  whose  resident-to- 
population  ratio  is  within  the  lowest 
quartile,  AND  it  is  an  urban  hospital 
that  has,  or  will  have  as 'of  July  1,  2011, 
a  rural  training  track. 

•  Second  Level  Priority  Category:  The 
hospital  is  in  a  State  whose  resident-to- 
population  ratio  is  within  the  lowest 
quartile. 

•  Third  Level  Priority  Category:  The 
hospital  is  in  a  State  whose  Primary 
Care  HPSA  to  population  ratio  is  in  the 
top  10  States,  AND  the  hospital  is  an 
urban  hospital  that  has,  or  will  have  as 
of  July  1,  2011,  a  rural  training  track. 

•  Fourth  Level  Priority  Category:  The 
hospital  is  in  a  State  whose  Primary 
Care  HPSA  to  population  ratio  is  in  the 
top  10  States,  OR  the  hospital  is  located 
in  a  rural  area. 

Priority  Level  Categories  1  and  2  are 
for  distributing  slots  in  the  70-percent 
pool,  and  Priority  Level  Categories  3 
and  4  are  for  distributing  slots  in  the  30- 
percent  pool.  With  regard  to  a  hospital 
that  is  located  in  a  State  that  falls  into 
both  priority  categories,  such  a 
hospital’s  application  would  be 
evaluated  first  based  on  its  Evaluation 
Criteria  within  the  context  of  the  First 
and  Second  Level  Priority  Categories, 
and  if  there  are  not  enough  slots  left  in 
the  70-perc‘ent  pool  to  satisfy  the 
hospital’s  request,  we  believe  the 
hospital  must  be  allowed  to  receive  the. 
remainder  of  its  otherwise  deserved 
slots  from  the  30-percent  pool,  based  on 
its  Evaluation  Criteria  withii  i  the 
context  of  the  Third  and  Fourth  Level 
Priority  Categories.  In  distributing  the 
slots  from  both  the  70-percent  and  the 
30-percent  pools,  we  would  be  sure  to 
do  so  in  a  way  to  ensure  that  a  hospital 
that  falls  into  both  priority  categories 
should  not  be  at  a  greater  disadvantage 
than  a  hospital  that  only  is  in  a  State 
that  is  in  the  lowest  quartile  for 
resident-to-population  ratios. 


We  are  also  finalizing  dhr  proposal 
that,  in  determining  which  applicant 
hospitals  receive  priority  within  the 
priority  category  of  hospitals  located  in 
a  State  in  the  lowest  quartile  for 
resident-to-population  ratios  that 
hospitals  in  a  State  that  is  ranked  lower 
in  the  quartile  (with  number  one  being 
the  lowest)  would  receive  preference 
over  hospitals  in  States  that  are  still 
within  the  quartile,  but  ranked  higher 
(75  FR  46406).  For  example,  all  other 
things  being  equal,  a  hospital  located  in 
Montana  would  receive  preference  over 
a  hospital  located  in  Idaho,  while  this 
hospital  would  receive  preference  over 
a  hospital  located  in  Alaska,  and  so  on. 
Similarly,  we  are  finalizing  our  proposal 
that,  in  determining  which  applicant 
hospitals  receive  priority  within  the 
priority  category  of  hospitals  located  in 
a  State  that  is  among  the  top  10  of  these 
areas  in  terms  of  the  ratio  of  Primary 
Care  HPSA  population  to  total 
population,  hospitals  in  an  area  that  is 
ranked  higher  in  the  top  10  (with 
number  1  being  highest  and  number  10 
being  lowest)  would  receive  preference 
over  hospitals  in  an  area  that  are  still 
within  the  top  10,  but  ranked  lower.  For 
example,  all  other  things  being  equal,  a 
hospital  located  in  Louisiana  would 
receive  preference  over  a  hospital 
located  in  Mississippi,  while  a  hospital 
in  Mississippi  would  receive  preference 
over  a  hospital  located  in  Puerto  Rico, 
and  so  on. 

Comment:  One  commenter  stated  that 
the  “30-percent  pool”  must  be 
maintained  for  distribution  of  the 
resident  FTE  cap  slots  to  rural  hospitals 
as  described  in  section  1886(h)(8)(D)(iii) 
of  the  Act.  The  commenter  asserted  that 
“to  the  extent  that  this  proposal  were  to 
diminish  the  30-percent  pool  to  the 
degree  that  an  eligible  rural  teaching 
hospital  that  is  not  located  in  a  State 
whose  resident-to-population  ratio  is  in 
the  lowest  quartile  would  he  contrary  to 
the  intent  of  Congress  in  establishing 
the  30-percent  pool  for  hospitals  that 
include  rural  teaching  hospitals.”  The 
commenter  stated  that  the  Secretary 
must  interpret  section  5503  of  the 
Affordable  Care  Act  to  reserve  some 
slots  from  the  ‘30-percent  pool’  for  rural 
teaching  hospitals,  that  is,  hospitals  that 
are  rural  hospitals  but  may  not  also 
meet  either  of  the  other  preference 
criteria  at  sections  1886(h)(8)(D)(i)  and 
1886(h)(8)(D)(ii)  of  the  Act. 

Response:  As  we  stated  in  response  to 
a  previous  comment,  we  agree  that 
hospitals  within  States  whose  resident- 
to-population  ratios  are  in  the  lowest 
quartile  should  receive  70  percent  of  the 
available  slots,  while  hospitals  located 
in  States  whose  Primary  Care  HPSA  to 
population  ratio  is  in  the  top  10  States, 
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or  hospitals  located  in  rural  areas 
should  receive  30  percent  of  the 
available  slots.  Thus,  the  commenter 
need  not  be  concerned  that  the  chances 
of  a  rural  hospital  receiving  slots  from 
the  ‘30-percent  pool’  would  be 
diminished  by  those  slots  being  diverted 
to  a  hospital  that  is  located  in  a  State 
whose  resident-to-population  ratio  is  in 
the  lowest  quartile.  However,  we 
disagree  with  the  commenter  that  the 
Secretary  "must  interpret  section  5503 
of  the  Affordable  Care  Act  to  reserve 
some  slots  from  the  “30-percent  pool” 
for  rural  teaching  hospitals”  that  may 
not  also  be  located  in  States  with  the 
lowest  resident-to-population  ratios  or 
States  in  the  top  10  for  Primary  Care 
HPSA  to  population  ratios.  We  note  that 
Congress  intentionally  placed  hospitals 
located  in  rural  areas  and  in  States  in 
the  top  10  for  Rrimary  Care  HPSA  to 
population  ratios  on  equal  footing,  by 
specifying  clearly  that  hospitals  in  both 
these  categories  qualify  for  30  percent  of 
the  redistributed  slots.  Therefore,  all 
other  things  being  equal,  rural  hospitals 
that  fit  within  the  final  Fourth  Level 
Priority  Category,  would  receive  equal 
preference  with  hospitals  in  States 
whose  Primary  Care  HPSA  to 
population  ratio  is  in  the  top  10  States. 
The  hospitals,  both  urban  and  rural,  that 
fall  within  this  Fourth  Level  Priority 
Category  would  be  ranked  based  on  the 
scores  they  receive  on  the  applicable 
Evaluation  Criteria,  with  a  higher 
scoring  applicant  receiving  slots  before 
a  lower  scoring  applicant. 

Comment:  Onb  commenter  stated  that 
section  5503  must  be  interpreted  in  a 
way  that  gives  preference  to  hospitals 
located  in  rural  areas  that  sponsor 
training  programs  in  the  same  way  as 
hospitals  that  have  an  accredited  rural 
track.  This  commenter  stated  that  even 
though  it  may  be  less  common  for  a 
rural  hospital  to  be  large  and 
sophisticated  enough  to  support  or 
sponsor  teaching  programs,  these  rural 
hospitals  should  he  eligible  for 
preference  under  section  1886(h)(8)(C) 
of  the  Act.  Further,  the  commenter 
asserted  that  a  training  program  located 
at  a  teaching  hospital  in  a  rural  area  is 
even  more  “rural”  than  a  rural  track 
training  program  because  the 
overwhelming  majority  of  the  training 
takes  place  in  a  rural  area,  therefore  it 
should  meet  the  second  redistribution 
consideration. 

Response:  We  understand  that  rural 
hospitals  that  engage  in  GME  activities, 
whether  they  sponsor  those  activities 
directly,  or  serve  as  a  training  site  for  a 
program  sponsored  by  another 
institution,  provide  valuable  health  care 
services  to  underserved  areas.  However, 
we  do  not  believe  it  is  necessary  to  give 


additional  preference  to  rural  hospitals, 
above  that  which  is  already  provided  for 
by  section  5503.  Section 
1886(h)(8)(D)(iii)  already  provides  that 
hospitals  located  in  rural  areas  should 
receive  some  part  of  the  “30-percent 
pool.”  This  designation  provides  rural 
hospitals  with  a  significant  advantage 
for  receiving  redistributed  slots  relative 
to  other  hospitals.  We  also  note  that  we 
proposed  an  evaluation  criterion,  which 
we  are  finalizing,  that  provides  a  point 
for  rural  hospitals  that  serve  as  a 
training  site  for  a  rural  training  track 
program.  Therefore,  we  do  not  believe  it 
is  necessary  to  modify  the  priority 
categories  to  give  additional  preference 
to  rural  hospitals  that  serve  as  training 
sites  for  rural  training  tracks  (which  are 
sponsored  by  urban  hospitals). 

After  consideration  oi  the  public 
comments  we  received,  in  this  final 
rule,  we  are  reducing  the  number  of 
Priority  Categories  from  five  to  four,  and 
we  are  also  significantly  revising  them, 
as  discussed  above.  We  are  also 
finalizing  our  proposal  that,  in 
determining  which  applicant  hospitals 
receive  priority  within  the  priority 
category  of  hospitals  located  in  a  State 
in  the  lowest  quartile  for  resident-to- 
population  ratios  that  hospitals  in  a 
State  that  is  ranked  lower  in  the  quartile 
(with  number  one  being  the  lowest) 
would  receive  preference  over  hospitals 
in  States  that  are  still  within  the 
quartile,  but  ranked  higher  (75  FR 
46406).  Similarly,  we  are  finalizing  our 
proposal  that,  in  determining  which 
applicant  hospitals  receive  priority 
within  the  priority  category  of  hospitals 
located  in  a  State  that  is  among  the  top 
10  of  these  areas  in  terms  of  the  ratio  of 
Primary  Care  HPSA  population  to  total 
population,  hospitals  in  an  area  that  is 
ranked  higher  in  the  top  10  (with 
number  1  being  highest  and  number  10 
being  lowest)  would  receive  preference 
over  hospitals  in  an  area  that  are  still 
within  the  top  10,  but  ranked  lower. 

14.  CMS  Evaluation  of  Application  for 
Increases  in  FTE  Resident  Caps — 
Evaluation  Criteria 

We  anticipate  that  there  will  be  a 
limited  number  of  slots  available  for 
distribution  from  the  redistribution 
pool,  while  there  will  be  a  great  demand 
for  those  limited  slots.  Therefore,  as  we 
did  when  implementing  section  422  of 
Public  Law  108-173,  in  the  August  3, 
2010  proposed  rule  (75  FR  46406),  we 
proposed  to  use  additional  criteria 
(some  of  which  are  the  same  as  those 
used  to  implement  section  422)  for 
evaluating  the  applications  for  increases 
in  hospitals’  FTE  resident  caps  within 
each  of  the  five  (we  note  the  proposed 
rule  incorrectly  stated  seven)  level 


priority  categories  described  above 
under  section  5503.  (In  this  final  rule, 
there  are  four  Level  Priority  Categories). 
In  addition,  in  implementing  section 
5503,  we  proposed  to  assign  a  certain 
number  of  points  to  each  evaluation 
criterion,  such  that  some  will  be  worth 
more  points  than  others.  We  noted  that 
the  criteria  are  not  mutually  exclusive. 
Hospitals  may  qualify  for  a  number  of 
different  criteria  and  their  “score”  is  the 
total  point  value  for  all  criteria  met  by 
the  hospital  for  each  program.  Because 
we  anticipate  that  the  redistribution 
pool  under  section  5503  will  be  smaller 
than  that  under  section  422,  we  believe 
a  more  rigorous  and  competitive  ranking 
system  is  appropriate  under  section 
5503.  Thus,  we  proposed  to  assign  a 
different  amount  of  points  to  each 
Evaluation  Criterion,  rather  than  just 
assigning  one  point  to  each. 

Evaluation  Criterion  One.  The 
hospital  that  is  requesting  the  increase 
in  its  FTE  resident  cap(s)  has  a 
Medicare  inpatient  utilization  over  60 
percent,  as  reflected  in  at  least  two  of 
the  hospital’s  last  three  most  recent 
audited  cost  reporting  periods  for  which 
there  is  a  settled  cost  report.  (5  Points) 
We  have  selected  60'percent  utilization 
because  we  believe  that  level  would 
identify  hospitals  where  Medicare 
beneficiaries  will  benefit  the  most  from 
the  presence  of  a  residency  program, 
and,  although  the  applicant  hospital 
may  be  urban  or  rural,  it  is  consistent 
with  the  utilization  percentage  required 
for  Medicare-dependent,  small  rural 
hospitals  (MDHs)  as  specified  in 
§  412.108.  In  addition,  it  identifies  a 
type  of  hospital  that  warrants  atypical 
treatment  by  the  Medicare  program 
because  it  is  so  reliant  on  Medicare 
funding. 

Evaluation  Criterion  Two.  The 
hospital  will  use  additional  slots  to 
establish  a  new  geriatrics  residency 
program,  or  to  add  residents  to  an 
existing  geriatrics  program.  (5  Points) 
Section  5503  places  a  particular 
emphasis  on  increasing  the  number  of 
residency  positions  in  primary  care 
specialties,  as  evidenced  by  the 
requirements  at  sections 
1886(h)(8)(B)(ii)(I)  and  (II)  of  the  Act 
that  a  hospital  that  receives  slots  must 
maintain  at  least  the  same  nuniber  of 
primary  care  residents  as  it  had  during 
the  three  most  recent  cost  reporting 
periods  prior  to  enactment,  and  that  not 
less  than  75  percent  of  additional 
positions  received  must  be  in  a  primary 
care  or  a  general  surgery  residency. 
Geriatrics  is  included  in  the  definition 
of  “primary  care  resident”  at  section 
1886(h)(5)(H)  of  the  Act.  We  believe 
that,  of  all  the  medical  specialties, 
geriatrics  is  the  one  specialty  that  is 
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devoted  primarily  to  the  care  of  the 
elderly,  including  Medicare 
beneficiaries.  As  such,  we  proposed  to 
give  special  consideration  to  geriatric 
programs  to  meet  the  “fill  rate”  criterion 
for  demonstrating  the  likelihood  of 
filling  FTE  resident  slots  under  section 
5503.  Geriatrics  is  a  subspecialty  of 
familv  practice  or  internal  medicine.  We 
proposed  that,  for  the  purposes  of 
meeting  the  85  percent  fill  rate  criterion, 
we  would  allow  hospitals  that  are 
starting  a  new  geriatrics  program  or 
expanding  an  existing  geriatric  program 
to  use  the  fill  rate  associated  with  the 
overall  specialty  program  (rather  than 
the  fill  rate  for  the  geriatric 
subspecialty)  to  meet  this  demonstrated 
likelihood  criterion. 

Evaluation  Criterion  Three.  The 
hospital  will  use  additional  slots  to 
establish  a  new  or  expand  an  existing 
primary  care  program  with  a  ' 

demonstrated  focus  on  training 
residents  to  pursue  careers  in  primary 
care,  rather  than  in  nonprimary' 
subspecialties  of  those  primary'  care 
programs  (for  example,  the  hospital  has 
an  internal  medicine  program  with  a 
designated  primary  care  track).  (3 
Points]  As  stated  previously,  section 
5503  places  a  particular  emphasis  on 
encouraging  the  growth  in  the  number 
of  primary  care  residents,  and 
specifically,  physicians  who  practice  in 
primary  care,  rather  than  only 
completing  a  primary  care  residency  as  • 
a  prerequisite  for  further  subspecialty 
training.  Although  this  j^roposed 
Evaluation  Criterion  applies  to  any 
primary  care  specialty,  according  to  the 
2010-2011  ACGME  Green  Book,  30.1 
percent  of  accredited  internal  medicine 
programs  offer  a  primary  care  track. 
However,  the  ACGME  does  not  have 
separate  standards  for  or  does  not 
separately  accredit  primary  care  tracks 
from  categorical  primary  care  programs. 
We  understand  that,  particularly  for 
internal  medicine  residents,  these  tracks 
are  a  way  for  graduating  medical 
students  who  are  interested  in  primary 
care  to  declare  that  interest  early  on, 
and  in  many  cases,  actually  match  into 
an  internal  medicine  program  with  a 
primary  care  track  through  the  National 
Residency  Match  Program.  These 
residents  may  pursue  their  interest  in 
primary  care  by  choosing  to  do  more 
electives  in  ambulatory  and  community- 
based  settings  throughout  the  3  years  of 
primary  care  training  than  residents 
with  an  interest  in  specialization  might 
do.  We  believe  that  encouraging  growth 
of  these  programs  will  increase  the 
number  of  primary  care  practitioners. 
Therefore,  we  proposed  to  give  special 
consideration  to  hospitals  that  are 


applying  for  additional  slats  to  start  or 
expand  a  program(s)  that  particularly 
focuses  on  residents  who  wish  to  pursue 
careers  in  primary  care,  and  we  would 
prioritize  among  hospitals  that  are 
applying  for  slots  in  a  primary  qare 
program(s)  accordingly.  One  example  of 
a  hospital  that  demonstrates  a  focus  on 
training  residents  to  pursue  careers  in 
primary  care  is  a  hospital  that  has  a 
primary  care  track  in  internal  medicine. 
We  proposed  that  one  way  hospitals 
may  qualify  for  a  point  under  this 
evaluation  criterion  is  by  documenting 
that  they  are  advertising  that  they  have 
an  internal  medicine  program  with  a 
primary  care  track  in  the  March  2011 
National  Residency  Match  Program. 

Evaluation  Criterion  Four.  The 
hospital  will  use  all  the  additional  slots 
to  establish'  a  new  or  expand  an  existing 
primary  care  residency  program  or 
general  surgery  program.  (5  Points) 
“Primary  care  resident”  is  defined  at 
section  1886(h)(5)(H)  of  the  Act  as  a 
resident  enrolled  in  an  approved 
medical  residency  training  program  in 
family  medicine,  general  internal 
medicine,  general  pediatrics,  preventive 
medicine,  geriatric  medicine,  or 
osteopathic  general  practice.  Section 
1886(h)(8)(B)(ii)(II)  of  the  Act  states  that 
not  less  than  75  percent  of  additional 
positions  received  must  be  in  a  primary 
care  or  a  general  surgery  residency. 
Therefore,  we  proposed  to  award  5 
points  to  a  hospital  that  goes  beyond 
this  minimum  requirement,  and 
documents  that  it  will  use  all  of  the 
slots  received  for  either  primary  care  or 
general  surgery  programs. 

Evaluation  Criterion  Five.  The 
hospital  is  located  in  a  Primary  Care 
HPSA.  (2  Points)  We  believe  this 
evaluation  criterion  is  consistent  with 
the  goal  of  reducing  the  shortage  of 
primary  care  physicians,  and  increasing 
access  to  care  in  underserved  areas. 

Evaluation  Criterion  Six.  The  hospital 
is  in  a  rural  area  (as  defined  under 
section  1886(d)(2)(D)(ii)  of  the  Act)  and 
is  or  will  be  on  or  after  July  1,  2011,  a 
training  site  for  a  rural  track  residency 
program  (as  specified  under 
§413.79(k)),  but  is  unable  to  count  all  of 
the  FTE  residents  training  in  the  rural  . 
track  because  the  rural  hospital’s  FTE 
cap  is  lower  than  its  unweighted  count 
of  allopathic  or  osteopathic  FTE 
residents  as  of  portions  of  cost  reporting 
periods  on  or  after  July  1,  201 1 .  (1  Point) 
We  understand  that  there  are  some  rural 
hospitals  that  serve  as  training  sites  for 
an  urban  hospital’s  rural  training  track. 
The  residents  in  the  rural  track  are 
counted  in  the  urban  hospital’s  FTE 
count,  but  because  the  rural  training 
tracks  are  not  necessarily  considered 
“new”  medical  residency  programs 


according  to  the  regulations  at 
§  413.79(1)^  the  rural  hospital  cannot 
receive  an  increase  in  its  FTE  caps 
under  §  413.79(e)(3)  and,  therefore, 
cannot  receive  direct  GME  and  IME 
payments  for  training  all  or  some  of 
those  residents.  The  rural  hospital  may 
be  training  residents  in  excess  of  its  FTE 
resident  cap  prior  to  July  1,  2011  and, 
therefore,  cannot  receive  IME  or  direct 
GME  payment  for  some  or  all  of  the 
FTEs  in  the  rural  training  track,  or  it 
wishes  to  expand  its  rural  training  track 
above  its  FTE  resident  cap  on  or  after 
July  1,  2011.  We  proposed  this 
evaluation  criterion  as  a  remedy  to  these 
scenarios  to  allow  the  rural  hospital  the 
possibility  of  receiving  payment  frjr 
FTEs  in  its  rural  training  track. 

JiVe  proposed  to  use  these  criteria  to 
evaluate  tho  applications  by  hospitals 
for  increases  in  their  FTE  resident  caps 
that  fall  within  each  of  the  five  (we  note 
that  the  proposed  rule  incorrectly  stated 
seven)  level  priority  categories.  (In  this 
final  rule,  there  are  four  Level  Priority 
Gategories).  We  proposed  to  place  each 
application  in  the  appropriate  priority 
level  category  based  on  a  review  of  the 
information  a  hospital  checks  off  on  the 
proposed  CMS  Evaluation  Form  for  each 
allopathic  and  osteopathic  specialty 
program  requested  by  the  applicant 
hospital,  and  the  corresponding 
requested  FTE  cap  increase.  We 
proposed  to  place  all  of  these  evaluation 
criteria  on  the  CMS  Evaluation  Form 
and  to  ask  the  hospital  to  check  off 
which  criteria  on  the  form  apply  for 
each  specialty  program  for  which  an 
FTE  cap  increase  is  requested.  Based  on 
the  evaluation  criteria  checked  off  on 
the  form,  we  proposed  to  score  each 
CMS  Evaluation  Form.  The  higher¬ 
scoring  CMS  Evaluation  Form(s)  for 
each  applicant  hospital  within  each 
level  priority  category  would  be 
awarded  the  FTE  resident  cap  increases 
first.  It  is  possible  that  a  hospital  may 
qualify  for  multiple  points  for  the  same 
program.  For  example,  if  a  hospital 
would  be  applying  for  slots  to  start  a 
primary  care  track  within  an  internal 
medicine  program,  and  also  would  be 
using  all  of  the  slots  it  receives  in  that 
internal  medicine  program,  the  hospital 
may  receive  points  both  for  Evaluation 
Criterion  Three  and  Evaluation  Criterion 
F’our.  Similarly,  if  a  hospital  would  be 
applying  for  slots  to  start  or  expand  a 
geriatrics  program,  and  the  additional 
slots  would  all  be  used  for  the  geriatrics 
program,  then  the  hospital  may  receive 
points  for  both  Evaluation  Criterion 
Two  and  Evaluation  Criterion  Four. 
Further,  as  specified  by  section 
1886(h)(8)(E)  of  the  Act,  70  percent  of 
all  positions  are  reserved  to  be 
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distributed  to  qualifying  hospitals  that 
are  in  States  with  resident-to-population 
ratios  in  the  lowest  quartile,  and  30 
percent  of  the  positions  are  reserved  to 
go  to  hospitals  that  are  located  in  States 
with  HPSA  popnlation  to  State 
population  ratios  within  the  top  10  and 
to  rural  hospitals.  As  we  described 
above,  we  proposed  to  award  the  cap 
increases  in  the  order  of  thejive  (we 
note  the  proposed  rule  incorrectly  stated 
seven)  specified  level  priority  categories 
because,  as  a  general  rule,  we  believe 
hospitals  that  meet  more  than  one  of  the 
statutory  priorities  should  be  awarded 
the  increases  in  their  FTE  resident  caps 
first  before  other  hospitals.  (In  this  final 
rule,  there  are  four  Level  Priority 
Categories).  We  also  believe  that 
hospitals  that  meet  a  higher  statutory  ^ 
priority  category.should  recejve  first 
consideration  over  hospitals  that  meet 
lower  statutory  priorities.  Furthermore, 
in  the  case  where,  for  example.  Hospital 
A’s  application  for  a  program  falls 
within  the  Level  Priority  Category  One, 
but  scores  no  points  on  the  evaluation 
criteria  on  the  CMS  Evaluation  Form  for 
that  program,  and  Hospital  B’s 
application  for  a  program  falls  within 
the  Level  Priority  Category  Two,  and 
scored  5  points  on  the  evaluation 
criteria  on  the  CMS  Evaluation  Form  for 
the  program.  Hospital  A  would  receive 
the  section  5503  cap  increase  before 
Hospital  B,  because  Hospital  A  qualified 
to  be  in  the  higher  level  priority  . 
category. 

Thus,  first  level  priority  category 
hospitals  that  score  highest  on  the 
evaluation  criteria  on  the  CMS 
Evaluation  Form  for  a  particular 
specialty  program  would  receive  the 
increases  in  their  FTE  resident  caps 
first.  For  example,  if  Hospital  D  is  a 
hospital  that  is  located  in  Idaho,  thereby 
falling  within  the  second  level  priority 
category,  and  Hospital  D  checks  off  on 
the  CMS  Evaluation  Form  that  it  has  a 
Medicare  utilization  of  60  percent  (5 
points),  is  using  all  the  slots  to  expand 
a  primary  care  residency  program  (5 
points),  and  is  located  in  a  Primary  Care 
HPSA  (2  points).  Hospital  D  would 
receive  a,  score  of  12  points  on  the 
completed  CMS  Evaluation  Form.  We 
proposed  that  we  would  first  award  FTE 
cap  increases  to  hospitals  whose  CMS 
Evaluation  Forms  for  a  particular 
program  receive  the  most  points  (if  there 
are  any),  and  then  to  those  with 
successively  fewer  points  within  the 
level  priority  category.  Hospital  D 
would  receive  the  increase  in  its  FTE 
resident  cap(s)  requested  on  its 
application  only  after  all  the  hospitals 
in  the  first  level  priority  category  whose 
applications  receive  13  or  more  points 


are  awarded  their  requests  first.  We 
proposed  to  proqeed  through  each  level 
priority  category  accordingly,  and  only 
move  on  to  distribute  slots  to  hospitals 
in  the  next  priority  level  category  once 
all  the  qualifying  applicants  in  the 
previous  priority  level  category  have 
received  slots.  Once  we  have  distributed 
70  percent  of  the  slots  to  hospitals 
within  States  with  resident-to- 
population  ratios  in  the  lowest  quartile 
in  accordance  with  the  First  and  Second 
Level  Priority  Categories  (or  awarded 
increases  to  all  qualified  applicant 
hospitals  located  in  States  with 
resident-to-population  ratios  in  the 
lowest  quartile),  we  proposed  to  then 
distribute  the  remaining  slots  to 
hospitals  in  the  Third  and  Fourth  Level 
Priority  Categories.  Because  of  this 
requirement  that  70  percent  of  the  slots 
be  reserved  for  distribution  to  hospitals 
within  States  with  resident-to- 
population  ratios  in  the  lowest  quartile. 
it  is  possible  that  after  first  distributing 
slots  to  hospitals  with  the  highest  scores 
on  their  CMS  Evaluation  Form,  if  there 
are  requests  for  slots  by  those  hospitals 
which  in  the  aggregate  exceed  the  70 
percent  of  slots  available,  there  may  be 
some  remaining  qualifying  hospitals 
within  the  same  priority  level  category 
that  receive  the  same  score  on  the  CMS 
Evaluation  Form.  Thus,  we  would  have 
no  way  of  distinguishing  among  these 
hospitals  of  equal  rank.  If  this  situation 
occurs,  we  proposed  to  prorate  the 
remaining  amount  of  slots  in  the  “70- 
percent  pool”,  and  distribute  an  equal 
share  of  slots  to  these  hospitals  of  equal 
rank.  If  a  similar  situation  occurs  within 
the  “30-percent  pool”,  we  also  proposed 
to  prorate  the  remaining  amount  of  slots 
in  the  “30-percent  pool”,  and  distribute 
an  equal  share  of  slots  to  hospitals  of 
equal  rank. 

For  example,  assume  all  applicant 
hospitals  in  the  First  Level  Priority 
Category  receive  the  requested  increases 
in  their  FTE  resident  caps,  and  that  we 
have  awarded  cap  increases  for  all  the 
Second  Level  Priority  Category  hospitals 
that  scored  5  or  above  on  their  CMS 
Evaluation  Forms  for  each  residency 
program.  We  next  evaluate  hospital 
applications  and  accompanying  CMS 
Evaluation  Forms  in  the  Second  Level 
Priority  Category  (The  hospital  is  in  a 
State  whose  resident-to-population  ratio 
is  within  the  lowest  quartile)  with  fewer 
than  5  points  and  we  find  that  there  is 
only  a  sufficient  number  of  resident 
slots  remaining  in  the  estimated  “70- 
percent  pool”  to  grant  half  of  the 
requests  for  slots  from  hospitals  that 
scored  4  points.  We  proposed  to  prorate 
all  of  the  remaining  FTEs  among  the  4- 
point  CMS  Evaluation  Forms  and 


accompanying  applications  in  the 
Second  Level  Priority  Category.  Thus, 
after  awarding  slots  to  hospitals  in  the 
Second  Level  Priority  Category  with  at 
least  5  points,  and  to  hospitals  in  the 
First  Level  Priority  Category,  if  we  could 
have  awarded  a  total  of  200  FTE  slots 
for  direct  GME  and  185  FTE  slots  for 
IME  to  only  50  percent  of  the  4-point 
CMS  Evaluation  Forms  in  the  Second 
Level  Priority  Category  (at  the  point  that 
the  estimated  “70-percent  pool”  of  FTE 
slots  is  spent),  we  proposed  to  divide  all 
of  the  200  FTE  slots  remaining  in  the 
70-percent  pool  for  direct  GME  and  185 
FTE  slots  for  IME  among  all  of  the  4- 
point  CMS  Evaluation  Forms  and 
accompanying  applications  in  that 
Second  Level  Priority  Category,  no 
matter  what  level  of  FTE  resident  cap 
increase  was  requested  on  the 
individual  hospital’s  application,  but 
not  to  exceed  the  number  of  slots  a 
hospital  requested  for  IME  and  direct 
GME  respectively. 

We  also  considered  another  possible 
scenario  that  could  occur  with  respect 
to  hospitals  that  fall  into  the  proposed 
.  Second  Level  Priority  Gategory:  The 
hospital  is  in  a  State  whose  resident-to- 
population  ratio  is  within  the  lowest 
quartile,  and  is  either  in  a  State  whose 
Primary  Care  HPSA  to  population  ratio 
is  in  the  top  10  States,  or  it  is  located 
in  a  rural  area,  or  is  an  urban  hospital 
and  has  or  will  have  as  of  July  1,  2010, 
a  rural  training  track,  Because  a  hospital 
in  the  proposed  Second  Level  Priority 
Category  is  located  both  in  a  State 
whose  resident-t*)-population  ratio  is 
within  the  lowest  quartile,  and  is  either 
in  a  State  whose  Primary  Care  HPSA  to 
population  ratio  is  in  the  top  10  States, 
or  it  is  located  in  a  rural  area,  we 
believed  that  its  request  for  additional 
slots  must  first  be  fulfilled  from  the  “70- 
percent  pool.”  However,  if  there  are 
insufficient  slots  in  the  ■“70-percent 
pool”  to  satisfy  the  requests  of  all 
otherwise  qualified  applicants  in  the 
Second  Level  Priority  Category,  then, 
rather  than  immediately  prorating  the 
remaining  slots  in  the  “70-percent  pool” 
among  the  applicable  hospitals  in  the 
proposed  Second  Level  Priority 
Category,  we  proposed  to  draw  from  the 
“30-percent  pool”  to  grant  the  full  FTE 
cap  increases  (as  applicable)  to 
qualifying  hospitals  in  the  proposed 
Second  Level  Priority  Category.  (We 
note  that  the  proposed  Second  Level 
Priority  Category  and  its  attending 
policy  were  changed  in  this  final  rule). 

Alternatively,  ^though  unlikely,  we 
recognize  that  the  reverse  situation  may  • 
occur,  where  there  may  not  be  a 
sufficient  number  of  qualified 
applicants  or  requests  for  FTEs  in  order 
to  distribute  at  least  70  percent  of  the 
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slots  to  hospitals  located  in  the  13  States 
whose  resident-to-population  ratios  are 
in  the  lowest  quartile  (the  First  and 
Second  Level  Priority  Categories). 

Should  this  occur,  we  proposed  to  begin 
evaluating  applications  from  the  next 
category  of  qualifying  hospitals  (that  is, 
those  located  in  States  that  are  among 
the  top  10  States  for  Primary  Care  HPSA 
to  population  ratios,  and  rural 
hospitals — the  Third  and  Fourth  Level 
Priority  Categories),  and  potentially 
distribute  more  than  30  percent  of  the 
slots  to  hospitals  in  those  latter 
categories. 

We  recognize  the  complexity  of  the 
proposed  evaluation  process  for  the  • 
award  of  increases  in  hospital’s  FTE 
resident  caps  under  section 
1886(h)(8)(B)  of  the  Act.  Therefore,  we 
included  the  following  examples 
depicting  the  proposed  procedures: 

Example  1 

Hospital  H  is  an  urban  hospital 
located  in  a  State  that  is  in  the  lowest 
quartile  for  resident-to-population 
ratios.  Hospital  H  can  demonstrate  the 
likelihood  that  it  will  fill  the  requested 
five  FTEs  resident  slots  for  direct  GME 
and  IME  for  expanding  a  geriatric 
program  because  it  is  currently  training 
a  number  of  FTE  residents  that  exceeds 
both  of  its  FTE  caps,  and  has  attached 
to  its  application  for  the  increase  a  copy 
of  Hospital  H’s  past  three  Medicare  cost 
reports  (as  filed  or  audited,  whichever  is 
most  recent  and  available),  which 
documents  on  Worksheet  E,  Part  A, 
Worksheet  E-3,  Part  IV,  and  Worksheet 
E-3,  Part  VI  that,  according  to  the 
resident  counts  and  the  FTE  resident 
caps,  Hospital  H  is  training  residents  in 
excess  of  its  caps.  Hospital  H  is  also 
located  in  a  Primary  Care  HPSA  (but  is 
not  located  in  a  State  that  is  among  the 
top  10  States  in  terms  of  its  Primary 
Care  HPSA  population  to  State 
population  ratio). 

We  would  evaluate  Hospital  H’s 
application  as  follows:  Hospital  H  is  in 
the  Second  Level  Priority  Category  (The 
hospital  is  in  a  State  whose  resident-to- 
population  ratio  is  within  the  lowest 
quartile),  and  receives  a  score  of  12 
(expanding  a  geriatrics  program- 
Evaluation  Criterion  Two — 5  points, 
using  all  slots  for  a  primary  care 
residency  program-Evaluation  Criterion 
Four— 5  points,  and  is  located  in  a 
Primary  Care  HPSA-Evaluation 
Criterion  Five — 2  points). 

Example  2 

Hospital  J  is  a  rural  hospital  located 
in  Montana.  Hospital  J  is  a  rotation  site 
for  an  urban  hospital’s  family  practice 
mral  training  track  program,  but  is 
unable  to  count  all  of  the  FTE  residents 


training  in  the  rural  track  because 
Hospital  J’s  FTE  cap  is  lower  than  its 
unweighted  count  of  allopathic  or 
osteopathic  FTE  residents  as  of  portions 
of  cost  reporting  periods  on  or  after  July 
1,  2011.  Hospital  J  wishes  to  expand  the 
number  of  FTE  residents  training  in  the 
family  practice  rural  training  track. 
Hospital  J  also  wishes  to  serve  as  a 
training  site  for  one  pediatrics  rgsident 
in  a  pediatrics  program  that  already 
exists  at  the  urban  hospital  (that  is,  it  is 
not  a  new  pediatrics  program). 

Hospital  J  would  need  to  submit  two 
CMS  Evaluation  Forms;  one  for  family 
practice  and  another  for  pediatrics,  and 
we  would  evaluate  each  accordingly. 

Both  requests  would  put  the  hospital  in 
the  Second  Level  Priority  Category  (The 
hospital  is  in  a  State  whose  resident-to- 
population  ratio  is  within  the  lowest 
quartile),  and  it  can  demonstrate  the 
likelihood  of  filling  the  slots  (because  it 
is  already  over  its  FTE  caps  based  on  the 
family  medicine  residents  it  is  training 
in  the  rural  training  track,  and  together 
with  the  urban  hospital,  it  has  requested 
from  the  ACCME  accreditation  to 
expand  the  number  of  family  practice 
residents  training  in  the  rural  training 
track  and  to  receive  a  pediatrics 
resident).  For  the  family  practice 
request,  Hospital  J  would  receive  5 
points  under  Evaluation  Criterion  Four 
because  all  the  slots  it  is  requesting  (that 
is,  family  practice  and  pediatrics)  are  for 
primary  care  programs,  and  it  would 
receive  1  point  under  Evaluation 
Criterion  Six  because  it  is  requesting  the 
family  practice  slots  for  its  rural  training 
track,  for  a  total  of  6  points  for  the 
family  practice  request.  For  the 
pediatrics  request.  Hospital  J  woul^  be 
placed  in  the  Second  Level  Priority 
Category,  and  receives  5  points  under 
Evaluation  Criterion  Four  because  all 
the  slots  it  is  requesting  (that  is,  family 
practice  and  pediatrics)  are  for  primary 
care  programs. 

Comment:  Some  commenters  objected 
to  the  5  points  that  CMS  proposed  to 
award  to  a  hospital  under  Evaluation 
Criterion  One:  The  hospital  that  is 
requesting  the  increase  in  its  FTE 
residents  cap(s)  has  a  Medicare 
inpatient  utilization  over  60  percent,  as  ■ 
reflected  in  at  least  two  of  the  hospital’s 
last  three  most  recent  cost  reporting 
periods  for  which  there  is  a  settled  cost 
report  (5  points).  The  commenters  urged 
CMS  to  reduce  the  number  of  points 
awarded  from  5  to  1 ,  asserting  that 
“CMS  pays  hospitals  their  proportionate 
Medicare  share  for  their  resident 
training  costs,  regardless  of  what  that 
Medicare  share  may  be,  and  hospitals 
with  smaller  Medicare  utilization 
numbers  have  no  less  need  for  Medicare 
support  for  their  residency  programs.” 


However,  aiiother  commenter  stated  that 
they  are  “wholly  supportive”  of 
Evaluation  Criterion  One  because  it 
“gives  priority  recognition  to  hospitals 
reliant  on  Medicare  funding,  and  where 
beneficiaries  will  benefit  most  from  an 
increase  in  residency  slots.” 

Commenters  also  asked  that  CMS 
consider  determining  the  60  percent 
share  by  calculating  Medicare  inpatients 
as  a  share  of  Medicare  and  privately 
insured  patients,  or  Medicare  patients 
plus  Medicaid  patients  plus  uninsured 
patients  as  a  share  of  total  patients.  The 
commenter  believed  that  teaching 
hospitals  that  treat  a  significant  number 
of  Medicaid  and  uninsured  patients 
should  not  be  put  at  a  disadvantage 
under  this  criterion.  The  commenter 
also  requested  that  CMS  accept 
submitted  cost  reports  (and  not  just 
settled  cost  reports)  for  this  evaluation 
criterion,  due  to  the  time  lag  in  settling 
cost  reports.  Lastly,  commenters  asked 
that  CMS  clarify  that  Medicare 
Advantage  patients  may  be  counted 
toward  a  hospital’s  Medicare  inpatient 
utilization  for  purposes  of  this 
evaluation  criterion. 

Response:  We  proposed  and  finalized 
a  similar  Evaluation  Criterion  under 
section  422  of  the  MMA  and  received 
similar  comments  (we  refer  readers  to 
69  FR  49150,  August  11,  2004).  We 
continue  to  believe,  as  we  did  then,  that 
an  Evaluation  Criterion  geared  to 
hospitals,  urban  or  rural,  that  treat  a 
disproportionately  high  percentage  of 
Medicare  patients  is  appropriate 
because  Medicare  beneficiaries  at  these 
hospitals  will  benefit  greatly  from  the 
presence  of  a  residency  program,  and 
further,  these  hospitals  are  typically 
reliant  on  Medicare  funding.  Therefore, 
we  are  not  reducing  the  number  of 
points  allotted  to  this  Criterion  from  5 
to  1.  We  also  proposed  that  the 
determination  of  whether  a  hospital 
qualifies  for  this  criterion  should  be 
made  based  on  at  least  two  of  the 
hospital’s  last  three  most  recent  audited 
cost  reporting  periods  for  which  there  is 
a  settled  cost  report  because  this 
condition  is  modeled  after  the  Medicare 
Dependent  Hospital  regulations  at 
§  412.108.  We  continue  to  believe  that 
the  60  percent  ihreshold  is  appropriate 
for  purposes  of  establishing  priorities 
under  section  5503,  based  on  most 
recently  audited  and  settled  cost 
reports.  Therefore,  we  are  not  adopting 
the  commenters’  suggestion  to  lower  the 
percentage  threshold,  or  that  we  accept 
as-submitted  cost  reports.  Further,  we 
do  not  believe  it  is  appropriate  to 
include  non-Medicare,  Medicaid,  or 
private  payer  utilization  for  purposes  of 
Evaluation  Criterion  One.  This  would 
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not  be  consistent  with  longstanding 
regulations  regarding  the  computation 
ot  Medicare  utilization,  be  it  for 
Medicare  GME  purposes  or  otherwise. 
Finally,  we  are  clarifying  that  in 
determining  whether  a  hospital  qualifies 
under  this  Evaluation  Criterion  One,  the 
hospital’s  Medicare  Advantage  patient 
load  may  be  incorporated  into  the  Part 
A  patient  load  (in  at  least  two  of  the 
hospital’s  last  three  most  recent  audited 
cost  reporting  periods  for  which  there  is 
a  settled  cost  report)  to  determine 
whether  the  hospital  has  a  Medicare 
inpatient  utilization  of  over  60  percent. 
The  hospital  may  document  its 
Medicare  Advantage  (MA)  patient  days 
for  the  respective  cost  reports  in  the 
areas  of  the  hospital  subject  to  the  IPFS, 
the  IPF  PPS  (for  psychiatric  distinct  part 
units),  and  the  IRF  PPS  (for 
rehabilitation  distinct  part  units)  using 
data  from  the  Provider  Statistical  & 
Reimbursement  (PS&R)  Report,  report 
type  118. 

Comment:  One  commenter  stated  that 
they  “appreciate[s]  CMS’  careful 
construction  of  evaluation  criteria  for 
determining  increases  in  FTE  resident 
caps,”  but  proposed  that  CMS  consider 
including  language  referencing  the 
Health  Resources  and  Services 
Administration’s  (HRS A)  Teaching 
Health  Center  (THC)  program  and  the 
recently-awarded  Primary  Care 
Residency  Expansion  (PCRE)  grants  in 
the  discussion  of  Evaluation  Criteria 
Three  and  Four,  which  both  relate  to 
new  or  expanded  primary  care 
residency  programs.  The  commenter 
believed  that  the  inclusion  of  THC 
residencies  in  the  CMS  criteria  and  the 
possibility  of  receiving  additional  cap 
slots  would  encourage  hospitals  to 
participate  in  the  formation  and 
operation  of  these  programs.  The 
commenter  also  suggested  that  hospitals 
associated  with  HRSA’s  PCRE  grants, 
which  award  5-year  grants  to  cover 
stipends  of  primary  care  residency 
programs  to  encourage  hospitals  to 
increase  their  number  of  primary  care 
trainees,  should  be  eligible  for  increases 
in  their  FTE  resident  caps.  The 
commenter  noted  that  these  hospitals 
are  not  allowed  to  claim  Medicare  CME 
payments  for  the  new  residents  until 
after  the  grant  ends. 

Response:  While  the  THC  program, 
the  PCRE  grants,  and  section  5503  are 
all  intended  to  try  to  increase  the 
number  of  primary  care  physicians 
training  in  community  non-hospital 
settings,  we  are  unsure  whether  it  is 
necessary  to  link  all  three  provisions  for 
purposes  of  awarding  slots  under 
section  5503.  Presumably  under  the 
THC  program,  the  residents  will  be 
spending  the  majority  of  their  training 


time  in  the  THC,  which  is  a  non¬ 
hospital  site  and,  therefore,  is  not 
subject  to  FTE  resident  cap  rules.  We 
further  presume  that  the  THC  would  be 
incurring  the  costs  of  the  residents’ 
salaries  and  fringe  benefits  for  the  time 
spent  training  at  the  THC.  We  are  not 
convinced  that  a  hospital  should  receive 
points  merely  because  it  will  be 
associated  with  a  program  occurring  at 
a  THC.  With  regard  to  the  PCRE  grants, 
if,  as  the  commenter  stated,  a  hospital 
receiving  that  grant  cannot  claim 
Medicare  CME  payments  anyway  until 
the  grant  ends,  we  do  not  see  how  such 
a  hospital  would  benefit  from  the 
receipt  of  additional  slots  under  section 
5503,  which  are  funded  by  Medicare, 
unless  those  slots  would  be  used  for 
some  other  primary  care  program  not 
associated  with  the  grants.  After 
considering  the  public  comment,  we 
believe  it  would  be  overly  complicated, 
and  possibly  not  even  necessary,  to 
incorporate  into  the  Evaluation  Criteria 
a  preference  for  a  hospital  that  is 
associated  with  the  THC  program  and/ 
or  the  PCRE  grants.  We  believe  that  if 
the  goal  is  to  increase  the  number  of 
primary  care  residents,  the  proposed 
Evaluation  Criteria  already  clearly  give 
preference  to  hospitals  requesting  slots 
for  use  in  primary  care  programs. 

Comment:  One  commenter  stated  that 
Evaluation  Criterion  Two  should  be 
expanded.  Although  supportive  of 
incentives  for  geriatrics  training,  this 
commenter  stated  that  geriatrics  is  only 
a  limited  subspecialty  of  primary  care 
similar  to  gastroenterology,  sports 
medicine,  or  adolescent  medicine. 

Response:  We  believe  it  is  appropriate 
to  have  an  Evaluation  Criterion  that 
focuses  exclusively  on  geriatrics 
because  not  only  is  geriatrics  a  specialty 
that  directly  affects  Medicare 
beneficiaries,  but,  unlike 
gastroenterology,  sports  medicine,  or 
other  subspecialties  of  primary  care 
programs,  it  is  specifically  defined  in 
the  statute  as  being  “primary  care”  (we 
refer  readers  to  the  definition  of 
“primary  care  resident”  at  section 
1886(h)(5)(H)  of  the  Act).  Therefore,  we 
are  not  adopting  the  commenter’s 
suggestion. 

Comment:  A  commenter  stated  that 
the  intent  behind  Evaluation  Criterion 
Three  is  excellent,  “but  it  has  no  teeth.” 
The  commenter  suggested  that  for 
programs  such  as  internal  medicine, 
with  a  primary  care  track,  the  more 
important  criterion  is  what  the  output  of 
primary  care  physicians  has  been  in 
recent  years,  and  whether  the  new  slots 
would,  in  fact,  be  used  for  the  primary 
care  track  positions.  The  commenter 
recommended  that  CMS  require 
applicants  to  include  a  review  of  recent 


graduates  of  the  program,  including 
information  regarding  what  type  of 
practice  the  graduates  are  involved  in  2 
years  following  graduation  froxn  this 
program.  Further,  the  commenter 
suggested  that  if  CMS  sets  a  threshold 
of  50  percent  for  the  percentage  of 
graduates  practicing  only  primary  care  • 
within  2  years  after  graduation  to  attain 
these  points,  it  would  capture  programs 
that  are  actually  producing  more 
primary  care  physicians.  The 
commenter  asserted  that  the  same  logic 
could  be  applied  to  Evaluation  Criterion 
Four. 

Also  related  to  Evaluation  Criterion 
Three,  this  commenter  requested  that 
CMS  clarify  whether  family  medicine 
would  be  included  in  this  criterion. 
Lastly,  the  commenter  recommended 
that  if  a  program  wishes  to  expand  its 
number  of  family  medicine  residents,  or 
establish  a  new  program  in  family 
medicine,  it  should  get  at  least  an 
additional  point  for  Evaluation  Criteria 
Three  and  Four,  because  “unlike  other 
primary  care  programs,  the  vast  majority 
of  family  medicine  graduates  will  be 
serving  as  primary  care  physicians  upon 
graduation  into  practice.” 

Response:  We  believe  that  implicit  in 
Evaluation  Criterion  Three,  which  is 
targeted  to  primary  care  programs  with 
a  “demonstrated  focus”  on  residents 
who  pursue  careers  in  primary  care  is 
the  assumption  that  applicant  hospitals 
that  wish  to  receive  the  3  points  under 
Evaluation  Criterion  Three  must 
“demonstrate”  that  residents  graduating 
from  their  programs  actually  do  practice 
in  prirriary  care,  and  do  not  enroll  in 
nonprimary  care  subspecialty  programs 
or  work  as  something  other  than  a 
primary  care  practitioner.  The 
commenter’s  recommendation  that 
applicants  include  a  review  of  recent 
graduates  of  the  program,  including 
information  regarding  what  type  of 
practice  the  graduates  are  involved  in  2 
years  following  graduation  from  this 
program,  is  a  reasonable  method  for 
documenting  that  focus.  For  example, 
hospitals  applying  for  consideration 
under  Ev^uation  Criterion  Three  could 
provide  documentation  regarding 
residents  who  completed  the  primary 
care  program  in  question  in  June  2008, 
and  in  what  capacity  those  graduates 
have  been  practicing,  at  least  through 
June  2010.  The  commenter  suggested 
that  CMS  set  a  threshold  of  50  percent 
for  the  percentage  of  graduates 
practicing  only  primary  care  within  2 
years  after  graduation  to  “demonstrate” 
that  their  program  focuses  on  residents 
who  wish  to  pursue  careers  in  primary 
care.  We  believe  that  a  threshold  of 
greater  than  50  percent  would  be 
acceptable  as  a  basis  to  demonstrate  that 
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a  program  produces  physicians  who 
pursue  careers  in  primary  care.  We  are 
choosing  more  than  50  percent  as  the 
threshold  because  this  is  consistent  with 
the  Evaluation  Criterion  added  in  this 
final  rule  for  hospitals  that  request 
additional  slots  for  an  existing 
program(s)  for  which  the  hospital  can 
demonstrate  that  more  than  50  percent 
of  residents  completing  the  program(s) 
go  on  to  practice  in  a  rural  area  or  a 
Primary  Care  HPSA. 

While  Evaluation  Criterion  Three 
does  focus  on  outcomes,  which  as 
explained  in  the  previous  paragraph, 
applicant  hospitals  must  demonstrate, 
we  do  not  think  it  is  necessary  that 
Evaluation  Criterion  Four  also  focus  on 
outcomes.  Considering  that  section 
1886(h)(8KB)(ii)  of  the  Act,  as  added  by 
section  5503(aK4)  of  the  Affordable  Care 
Act,  already  establishes  its  own  rules  for 
a  5  year  probationary  period  and 
establishes  a  primary  care  threshold  for 
which  a  hospital  that  receives  slots 
cannot  fall  below,  we  are  not  adopting 
the  commenter’s  recommendation  that 
applicants  applying  for  the  5  points 
under  Evaluation  Criterion  Four  also  be 
required  to  demonstrate  the  practice 
outcomes  of  its  graduates. 

In  response  to  the  commenter’s 
request,  we  are  clarifying  that  slots 
requested  for  use  in  a  family  practice 
program  may  fall  under  Evaluation 
Criterion  Three.  As  we  stated  in  the 
proposed  rule  (75  FR  46407),  Evaluation 
Criterion  Three  is  for  primary  care 
programs  with  a  demonstrated  focus  on 
training  residents  to  pursue  careers  in 
primary  care,  and  family  medicine  is  a 
primary  care  program.  Internal  medicine 
programs  with  primary  care  tracks  are 
just  one  type  of  several  primary  care 
programs  that  may  qualify  for  3  points 
under  Evaluation  Criterion  Three. 
Further,  as  we  explained  on  page  46408 
of  the  proposed  rule,  a  hospital  may 
qualify  for  multiple  points  for  the  same 
program.  For  example,  it  is  possible  for 
a  primary  care  program  to  qualify  for  3 
points  under  Evaluation  Criterion  Three 
and  for  5  points  under  Evaluation 
Criterion  Four.  However,  contrary  to  the 
commenter’s  last  request,  we  do  not 
think  it  is  necessary  to  provide  an  extra 
point  for  family  medicine  programs  that 
qualify  under  Evaluation  Criteria  Three 
or  Four,  simply  because  most  graduates 
of  family  medicine  programs  practice  as 
primary  care  physicians.  While  that  is  a 
laudable  goal,  we  believe  that  each 
primary  care  specialty,  family  practice 
or  otherwise,  from  which  the  graduates 
dedicate  themselves  to  pursue  careers  in 
primary  care,  deserves  an  equal  amount 
of  points. 

Comment:  One  commenter  expressed 
that  the  presence  of  a  primary  care  track 


for  an  internal  medicine  residency  does 
not  justify  any  additional  weighting  of 
an  application  from  such  a  residency 
over  another  internal  medicine 
residency  without  such  a  track.  The 
cornmenter  explained  that  many 
internal  medicine  residency  programs 
are  entirely  focused  on  primary  care 
training  and  subsequently  do  not  need 
a  separately  labeled  primary  care  track 
while  other  programs  do  not  want  the 
burden  of  managing  two  tracks  for  the 
training  program  and  have  dissolved  the 
administrative  listing  of  a  track  but  not 
the  educational  experiences  in  the 
program.  The  commenter  requested  that 
if  CMS  does  not  eliminate  this 
preference,  then  it  should  allow  non¬ 
track  programs  the  opportunity  to 
demonstrate  equivalency. 

Response:  We  believe  the  commenter 
has  misunderstood  the  proposed 
Evaluation  Criterion  Three,  which 
already  allows  “non-track”  programs  to 
demonstrate  equivalency.  'The  proposed 
Evaluation  Criterion  Three  states,  “The 
hospital  will  use  additional  slots  to 
establish  a  new  or  expand  an  existing 
primary  care  program  with  a 
demonstrated  focus  on  training 
residents  to  pursue  careers  in  primary 
care,  rather  than  in  nonprimary 
subspecialties  of  those  primary  care 
programs  (for  example,  the  hospital  has 
an  internal  medicine  program  with  a 
designated  primary  care  track).” 
Therefore,  the  proposed  Evaluation 
Criterion  Three  allows  any  primary  care 
program  to  demonstrate  a  focus  on 
training  residents  to  pursue  careers  in 
primary  care,  rather  than  in  nonprimary 
care  subspecialties  of  primary  care 
programs.”  We  also  stated  on  page  46407 
of  the  August  3,  2010  proposed  rule  that 
this  Evaluation  Criterion  applies  to  any 
primary  eare  specialty.  Internal 
medicine  programs  with  primary  care 
tracks  were  provided  as  just  one 
example  of  primary  care  programs  that 
may  be  able  to  demonstrate  a  focus  on 
training  residents  to  pursue  careers  in 
primary  care.  Thus,  as  the  commenter 
requested,  we  already  intended  to  allow 
“non-track”  internal  medicine  or  other 
primary  care  programs  to  demonstrate 
equivalency. 

Comment:  One  commenter  suggested 
that  the  proposed  evaluation  criteria 
together  with  the  proposed 
prioritization  framework  could  result  in 
few  or  no  residency  slots  being  awarded 
to  general  surgery  residencies.  Though 
the  commenter  noted  that  they  do  not 
believe  CMS  intended  to  exclude 
general  surgery  residency  programs 
from  the  redistribution,  the  commenter 
expressed  concern  that  there  is  a 
formulaic  bias  in  the  proposed  rule  as 
a  whole  that  could  produce  this  result. 


The  commenter  urged  CMS  to  re¬ 
examine  these  criteria  and  the  proposed 
priority  categorization  schema  or 
otherwise  find  a  means  to  ensure  that 
general  surgery  residency  programs 
seeking  additional  slots  will  have  a 
reasonable  opportunity  of  securing 
them.  Moreover,  the  commenter  noted 
that  general  surgery  programs  would  be 
able  to  demonstrate  the  likelihood  of 
filling  additional  positions  because 
these  programs  have  a  track  record  of 
attracting  candidates  and  filling 
positions. 

Response:  We  are  unsure  why  the 
commenter  believes  that  few  or  no  slots 
will  be  awarded  to  general  surgery 
residencies.  Section  1886(h)(8)(B)(Li)(II) 
of  the  Act  specifically  requires  that  a 
hospital  must  ensure  that  at  leaSt  75 
percent  of  the  slots  it  receives  are  used 
to  train  primary  care  or  general  surgery 
residents.  Some  hospitals  may  choose  to 
use  their  slots  for  a  combination  of 
primary  care  or  general  surgery 
residents,  while  others  may  choose  to 
use  75  percent  of  their  slots  for  only  one 
or  the  other.  Further,  we  have  included 
Evaluation  Criterion  Four,  which 
awards  5  points  to  applicants  that  will 
use  all  the  additional  slots  for  a  primary 
care  or  a  general  surgery  program(s). 

Comment:  One  commenter  urged 
CMS  to  assign  an  increased  point  value 
for  Evaluation  Criterion  Five,  The 
commenter  cited  the  2009  National 
Healthcare  Disparities  Report,  issued  by 
the  Agency  for  Healthcare  Research  and 
Quality  that  showed  a  lack  of  significant 
progress  in  addressing  health  care 
disparities.  This  commenter  believes 
that  primary  care  plays  a  large  role  in 
working  to  eliminate  health  care 
disparities  and  thus  more  emphasis 
should  be  placed  on  primary  care 
HPSAs. 

Response:  We  agree  that  it  is 
important  to  address  the  health  care 
disparities  in  Primary  Care  HPSAs  and 
underserved  areas.  In  response  to  an 
earlier  comment,  we  stated  that  we  are 
adding  an  additional  Evaluation 
Criterion  for  hospitals  that  request 
additional  slots  for  an  existing 
program(s)  for  which  the  hospital  can 
demonstrate  that  more  than  50  percent 
of  residents  completing  the  program(s) 
go  on  to  practice  in  a  rural  area  or  a 
Primary  Care  HPSA.  Therefore,  rather 
than  increase  the  point  value  under 
existing  Evaluation  Criterion  Five,  we 
are  adding  a  new  Evaluation  Criterion  to 
address  the  health  care  disparities  in 
underserved  areas. 

Comment:  One  commenter  observed 
that  a  hospital  could  potentially  “work 
f  the  system”  of  points  because  there  is  no 
requirement  on  how  many  additional 
slots  would  be  necessary  in  order  to  be 
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considered  an  expanded  program  under 
Evaluation  Criterion  Two  for  geriatrics. 
The  commenter  argued  that  the  same 
logic  also  applies  to  Evaluation 
Criterion  Three.  Therefore,  the 
commenter  suggested  that  a  varying 
amount  of  points  be  assigned  based  on 
the  number  of  geriatrics  or  primary  care 
residents  that  are  to  be  added  under 
Evaluation  Criteria  Two  and  Three, 
respectively. 

Response:  The  commenter  is  correct 
that  a  hospital  may  request  as  little  as 
one  FTE  slot  for  use  in  a  geriatrics 
program  (using  Evaluation  Criterion 
Two  as  an  example),  and  simply 
because  that  slot  is  for  geriatrics,  the 
hospital  will  receive  5  points  for  that 
request.  However,  we  note  that  the 
points  arfe  allocated  by  program  and, 
therefore,  an  applicant  cannot  use  the 
points  awarded  in  response  to  a  request 
for  slots  for  use  in  a  geriatrics  program 
to  gain  an  advantage  in  its  request  for 
slots  for  use  in  another  type  of  program. 
The  points  awarded  for  geriatrics  would 
only  benefit  the  hospital  in  its  request 
for  slots  to  be  used  in  a  geriatrics 
program.  Similarly,  the  points  awarded 
under  Evaluation  Criterion  Three  would 
only  benefit  the  hospital  for  that 
request. 

Comment:  One  commenter  stated  that 
the  proposed  system  of  selecting  States 
for  priority  status  in  the  redistribution  is 
flawed  and  that  it  would  ultimately  only 
benefit  the  “ultra  large  training 
institutions.”  The  commenter  noted  that 
these  institutions  only  average  9  percent 
of  their  training  in  primary  care. 
Moreover,  the  commenter  stated  that 
“the  large  to  ultra  large  hospitals 
received  82  percent  of  all  FTEs 
redistributed  to  these  areas  in  the  2003 
redistribution.”  The  commenter  further 
stated  that  the  proposed  requirement 
that  75  percent  of  the  slots  are  to  be 
used  for  primary  care  will  also  not  be 
met.  The  commenter  asserted  that  large 
institutions  that  train  only  9  percent  of 
their  residents  in  primary  care  “will 
gladly  keep  these  slots  in  primary  care 
for  5  years  and  then  they  will  convert 
them  to  sub-specialty  programs.” 
Therefore,  a  redistribution  of  FTEs  to 
these  hospitals  would  not  meet  the  goal 
of  primary  care  growth.  This  commenter 
suggested  that  rewarding  hospitals  that 
already  have  a  track  record  of 
supporting  primary  care  would  be  a 
better  mechanism  for  redistribution. 
Specifically,  the  commenter  proposed 
that  a  descending  list  of  ratios  of 
primary  care  residents  to  other  residents 
at  each  hospital  would  be  a  simple  way 
to  measure  a  hospital’s  level  of  support 
for  primary  care  residents.  The 
commenter  suggested  that  any  available 
slots  should  be  awarded  across  the 


country  to  hospitals  based  upon  this 
descending  percentage  list,  allowing 
every  teaching  hospital  the  chance  to 
receive  new  FTE  slots  based  upon  their 
past  performance. 

Response:  As  the  commenter  is  aware, 
the  method  for  selecting  States  for 
priority  status  to  receive  slots  is 
prescribed  under  section  5503  and, 
therefore,  the  Secretary  has  little,  if  any, 
discretion  to  alter  it.  Although  we 
certainly  cannot  predict  with  great 
accuracy  which  hospitals  will  apply  for 
and  receive  slots  under  section  5503,  we 
disagree  with  the  commenter  that  the 
redistribution  criteria  will  benefit  the 
“ultra  large  teaching  institutions”  who, 
according  to  the  commenter,  only  train 
about  9  percent  of  their  residents  in 
primary  care.  We  note  that  under 
section  1886(h)(8)(D)  of  the  Act,  which 
prescribes  the  priority  that  should  be 
given  to  certain  areas  (that  is,  to 
hospitals  located  in  States  that  are  in  the 
lowest  quartile  for  resident-to- 
population  ratios,  to  hospitals  located  in 
a  State  that  is  among  the  top  10  States 
for  primary  care  HPSA  to  population 
ratios,  or  hospitals  located  in  rural 
areas),  these  States  generally  have 
teaching  hospitals  that  are  relatively 
small  and  moderate  in  size,  and  the 
preference  categories  do  not  include 
States  located  in  the  Northeast,  which 
contains  the  country’s  highest 
concentration  of  residents  and  large 
teaching  institutions.  However,  we  do 
agree  with  the  commenter  that  hospitals 
that  already  have  a  track  record  of 
training  residents  in  primary  care 
should  be  recognized  in  the 
redistribution  process.  We  believe,  that 
Evaluation  Criterion  Three  serves  this 
purpose,  under  which  hospitals  that  are 
requesting  slots  for  a  primary  care 
program  with  a  demonstrated  focus  on 
training  residents  to  pursue  careers  in 
primary  care  may  receive  3  points  on 
their  application  requesting  additional 
slots. 

Comment:  One  commenter  disagreed 
with  the  First  Level  Priority  Category 
requirement  that  a  hospital  must  be 
located  in  a  rural  area  and  stated  that 
many  rural  hospitals  do  not  have  the 
infrastructure  to  support  GME.  This 
commenter  suggested  that  placement  of 
a  hospital’s  graduates  in  rural  areas  or 
HPSAs  or  in  practices  that  serve  an 
underserved  population,  such  as 
Federally  Qualified  Health  Centers, 
Medically  Underserved  Areas,  or 
Medically  Underserved  Populations, 
would  be  a  more  logical  requirement. 
This  same  commenter  also  requested 
that  “integrated  rural  training  tracks”  be 
•considered  for  Second  Level  Priority 
Category.  The  commenter  noted  that 
this  term  is  included  in  the  statute,  but 


has  not  yet  been  defined  by  CMS.  The 
commenter  proposed  that  a  program 
with  a  minimum  of  3  months  required 
rural  training  (integrated  in  any  time 
frame  in  its  curriculum)  should  be 
eligible  to  be  considered  an  accredited 
training  program  with  an  integrated 
track.  The  commenter  also  reiterated 
that  CMS  should  consider  the  resident 
placement  outcomes  of  a  hospital  more 
than  its  physical  location. 

Response:  Section  1886(h)(8)(D)(iii)  of 
the  Act  specifically  states  that  hospitals 
located  in  rural  areas  receive  preference 
for  receiving  redistributed  slots. 
Therefore,  the  Secretary  does  not  have 
the  flexibility  to  divert  those  slots  to 
hospitals  in  urban  areas  or  to  hospitals 
that  generally  serve  “underserved” 
populations  that  are  not  located  in  a 
State  that  falls  within  the  top  10  States 
for  Primary  Care  HPSA  to.  population 
ratios.  Similarly,  the  statute  specifically 
states  that  the  Secretary  shall  take  into 
account  hospitals  that  have  an 
“accredited  rural  training  track,”  not  an 
“integrated  rural  training  track.” 
Furthermore,  as  we  know  from  the  ' 
ACGME,  there  is  no  defined  category  of 
programs  called  “integrated  rural 
training  tracks”  and  therefore,  we  cannot 
give  special  recognition  under  the 
priority  categories  to  hospitals  that 
operate  integrated  rural  training  tracks. 
However,  the  commenter  raises  a 
legitimate  policy  consideration  with 
regard  to  the  suggestion  that  CMS 
should  consider  resident  placement 
outcomes  more  so  than  the  hospital’s 
physical  location.  Although  we  cannot 
create  new  priority  categories,  we  do 
have  the  flexibility  to  create  additional 
Evaluation  Criteria  for  use  in 
distinguishing  among  applicant 
hospitals  writhin  each  priority  category. 
Therefore,  in  this  final  rule,  we  are 
adding  an  additional  Evaluation 
Criterion  for  hospitals  that  request 
additional  slots  for  an  existing 
program(s)  for  which  the  hospital  can 
demonstrate  that  more  than  50  percent 
of  residents  completing  the  program(s) 
go  on  to  practice  in  a  rural  area  or  a 
Primary  Care  HPSA. 

Comment:  One  commenter  stated  that 
in  addition  to  the  proposed  categories  of 
hospitals  that  would  be  awarded  points 
in  applying  for  additional  slots,  CMS 
should  create  several  additional 
'  categories  for  which  hospitals  could 
receive  points  in  the  application  process 
as  well.  The  commenter  suggested  the 
following  additional  Evaluation  Criteria: 
(1)  Hospitals  that  exceed  their  caps — 
hospitals  that  have  undertaken  to  train 
physicians  without  any  financial 
support  from  Medicare  because  it  is 
their  “mission  obligation”  to  do  so 
deserve  recognition,  and  CMS  should 
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consider  “giving  even  more  weight  to 
those  hospitals  that  are  significantly 
over  their  resident  caps  compared  to 
other  hospitals  that  are  over  their  caps”; 
(2)  Hospitals  that  are  in  the  process  of 
building  programs  and  would  lose  slots 
during  the  build-up  period — This  would 
protect  hospitals  that  have  made  the 
investment  of  time  and  resources  to 
receive  accreditation  for  a  new  program, 
and  appear  to  have  unused  slots  but 
actually  are  in  the  middle  of  a  several 
year  build-up  process;  (3)  Hospitals  that 
lose  slots  for  “purely  technical 
reasons” — One  example  would  be 
hospitals  whose  “highest”  resident 
count  during  the  three  most  recent  cost 
reports  ending  on  or  before  March  23, 
2010,  did  not  occur  in  the  year  with  the 
smallest  difference  between  its  cap  and 
its  count  and,  therefore,  would  lose  slots 
under  CMS’  proposed  interpretation  of 
the  statute.. 

Response:  As  we  have  stated  in 
response  to  previous  comments,  and 
discuss  in  greater  detail  below,  we 
believe  the  intent  of  section  5503  is  to 
increase  the  number  of  primary  care  or 
general  surgery  physicians  and, 
therefore,  the  provision  provides 
funding  for  new  or  expanded  programs 
in  primary  care  and  general  surgery, 
rather  than  funding  for  existing 
positions.  Therefore,  we  are  not 
adopting  the  commenter’s  request  to 
add  an  Evaluation  Criterion  for 
hospitals  that  are  exceeding  their  FTE 
resident  caps.  With  regard  to  the  second 
request,  since  we  are  exempting  new 
teaching  hospitals  that  do  not  have  their 
FTE  resident  caps  established  in  all 
three  of  their  reference  cost  reports  from 
cap  reductions,  the  commenter’s  request 
to  add  an  Evaluation  Criterion  to  protect 
these  new  teaching  hospitals  is  no 
•longer  necessary.  Finally,  in  response  to 
the  commenter’s  third  request,  we 
decline  to  accept  the  recommendation 
to  add  Evaluation  Criteria  to  protect 
hospitals  that  lose  slots  for  “purely 
technical”  reasons,  as  this  is  a  difficult 
category  to  define  and  limit. 

Comment:  One  commenter  noted  that 
CMS  has  little  discretion  in  developing 
regulations  given  how  prescriptive  the 
statutory  language  is,  but  that  does  not 
change  the  reality  of  the  need  for  more 
residency  trained  and  board-certified 
emergency  physicians  in  rural  America. 
The  commenter  asked  that  the 
redistribution  criteria  be  modified  to 
allow  new  or  expanding  emergency 
medicine  programs  in  the  designated 
shortage  States  to  qualify.  Moreover, 
this  same  commenter  noted  that  current 
ACGME  residency  accreditation 
requirements  cannot  be  met  by  a  total 
rural  residency  experience  so  these 
programs  cannot  be  established 


exclusively  in  rural  hospitals. 
Nonetheless,  the  commenter  asked  CMS 
to  change  its  regulations  to  allow 
teaching  hospital  payment  when 
emergency  medicine  residents  rotate 
through  rural  hospitals. 

Response:  It  appears  that  the 
commenter  is  making  two  separate 
requests;  first,  that  some  special 
consideration  be  given  in  redistributing 
slots  to  hospitals  that  are  located  in 
“designated  shortage  areas”  and  are 
training  emergency  medicine  residents, 
and  second,  that  CMS  should  change  its 
regulations  to  allow  a  hospital  that 
operates  an  emergency  medicine 
residency  program,  and  sends  those 
residents  to  a  rural  hospital  for  some 
rotations,  to  continue  to  count  in  its 
direct  GME  and  IME  FTE  counts  the 
training  time  spent  at  the  rural  hospital. 
With  regard  to  the  first  request,  similar 
to  the  Evaluation  Criterion  for 
emergency  medicine  we  included  for 
the  purpose  of  implemertting  section 
422  of  the  MMA,  we  agree  it  is 
worthwhile  to  include  an  Evaluation 
Criterion  regarding  emergency  medicine 
programs  under  section  5503  as  well. 
Specifically,  we  are  adding  the 
following  to  this  final  rule;  Evaluation 
Criterion  Eight.  The  hospital  is 
requesting  slots  to  expand  an  existing 
emergency  medicine  program  in  which 
the  residents  train  in  Primary  Care 
HPSAs.  (1  Point) 

To  answer  the  second  request,  the 
prohibition  against  one  hospital 
claiming  the  time  at  another  hospital  is 
based  in  the  statute  and  cannot  be 
changed  without  legislation.  We  have 
explained  this  policy  numerous  times  in 
previous  Federal  Register  notices  (we 
refer  readers  to  67  FR  50077,  August  1, 
2002).  This  law  is  implemented  in  the 
regulations  at  section  413.78(b),  which 
states,  “A  hospital  cannot  claim  the  time 
spent  by  residents  training  at  another 
hospital.” 

Comment:  One  commenter  expressed 
support  for  the  residency  slot 
redistributions  under  section  5503,  but 
also  asked  that  CMS  reconsider  the 
definition  of  primary  care  as  it  relates  to 
section  5503.  This  commenter  asked 
CMS  to  include  adult  psychiatry  in  the  . 
definition  of  primary  care.  This 
commenter  noted  that  depression  is  the 
fourth  leading  cause  of  disability  world¬ 
wide  and  mental  illness  and  addictions 
together  are  the  second  leading  cause  of 
disability  and  premature  mortality  in 
the  United  States.  Moreover,  the 
commenter  stated  that  national  studies 
also  suggest  that  two-thirds  of  primary 
care  physicians  report  being  unable  to 
obtain  outpatient  mental  health  services 
for  patients.  The  commenter  also 
asserted  that  a  comprehensive  primary 


care  Home  Health  Model  will  include 
mental  health  and  psychiatry. 

Similarly,  one  commenter  strongly 
encouraged  CMS  to  count  combined 
residencies  in  internal  medicine- 
pediatrics  among  the  primary  care 
residency  programs  eligible  for 
additional  slots  under  the  redistribution 
effort.  The  commenter  explained  that 
internal  medicine-pediatrics  residencies 
are  combined  4-year  training  programs 
in  which  residents  experience  the  array 
of  training  opportunities  open  to 
residents  in  internal  medicine  and 
pediatrics  separately.  The  commenter 
noted  that  Congress  has  treated  internal 
medicine-pediatrics  residencies 
unevenly  over  the  years,  including 
recognition  as  primary  care  residency 
programs  in  one  section  of  the 
Affordable  Care  Act  (ACA)  while 
overlooking  these  residencies  as 
primary  care  training  experiences  in 
other  sections  of  the  same  law.  Further, 
the  commenter  believed  CMS  has  the 
authority  to  include  these  combined 
programs  for  these  regulations. 

Response:  The  definition  of  “primary 
care  resident”  is  found  in  the  statute  at 
section  1886(h)(5)(H)  of  the  Act,  and 
psychiatry  is  not  one  of  the  specialties 
defined  as  primary  care.  While  we 
acknowledge  the  existing  shortage  in  the 
provision  of  mental  health  services,  the 
Secretary  does  not  have  the  authority  to 
include  psychiatry  in  the  definition  of 
primary  care  without  a  change  in  the 
law.  To  respond  to  the  second 
commenter  that  requested  that 
combined  internal  medicine-pediatrics 
programs  be  recognized  as  primary  care 
programs  eligible  for  slots  under  section 
5503,  we  note  that  these  programs  are 
already  considered  to  be  primary  care 
under  section  1886(h)(5)(H)  of  the  Act. 
We  believe  that  the  commenter’s 
confusion  regarding  CMS’s  treatment  of 
combined  internal  medicine-pediatrics 
programs  may  stem  from  the  fact  that 
the  ACGME  does  not  specifically 
accredit  residency  programs  in  the 
combined  format.  The  ACGME 
separately  accredits  internal  medicine 
programs  and  pediatrics  programs. 
However,  the  ASMS  recognizes 
combined  programs,  and  provides  board 
certification  in  both  internal  medicine 
and  pediatrics  for  residents  who  train  in 
combined  internal  medicine-pediatrics 
programs.  Because  both  internal 
medicine  and  pediatrics  programs  meet 
the  definition  of  primary  care  at  section 
1886(h)(5)(H)  of  the  Act,  we  agree  that 
combined  internal  medicine-pediatrics 
programs  also  meet  the  definition  of 
primary  care  programs.  Thus,,hospitals 
applying  for  slots  under  section  5503  to 
start  or  expand  combined  internal 
medicine-pediatrics  programs  might 
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qualify  to  receive  points  under 
Evaluation  Criteria  Three  and  Four. 

After  consideration  of  the  public 
comments  we  received,  we  are 
finalizing  our  proposed  six  Evaluation 
Criteria,  and  we  also  are  adding  two 
more  Evaluation  Criteria  in  this  final 
rule.  We  are  also  clarifying  that,  because 
of  the  75-percent  threshold,  a  hospital 
cannot  apply  for  slots  under  section 
5503  only  for  a  non-primary  care 
program  fother  than  general  surgery). 
However,  a  hospital  could  apply  for 
slots,  and  demonstrate  that  it  needs  75 
percent  of  those  slots  to  start  or  expand 
a  particular  primary  care  (or  general 
surgery)  program,  and  that  it  needs  25 
percent  of  those  slots  for  use  in  a 
particular  non-primary  care  program. 
However,  the  hospital’s  request  for  each 
program  will  be  evaluated  separately. 

15.  Exception  If  Positions  Are  Not 
Redistributed  by  July  1,  2011 

Section  188fi(h)(8)(E)(ii)  of  the  Act 
states  that  in  the  case  where,  by  July  1, 
2011,  the  Secretary  “does  not  distribute 
positions  to  hospitals,”  the  Secretary 
shall  distribute  such  positions  to  other 
hospitals  in  accordance  with  the 
considerations  in  redistribution 
specified  at  section  1886(h)(8)(C)  of  the 
Act  (that  is,  the  demonstrated  likelihood 
of  filling  the  slots  and  whether  the 
hospital  has  a  rural  training  track),  and 
the  priority  for  certain  areas  specified  at 
section  1886(h)(8)(D)  of  the  Act  (that  is, 
whether  the  hospital  is  located  in  a 
State  with  a  resident-to-population  ratio 
in  the  lowest  quartile,  whether  the 
hospital  is  located  in  a  State  that  is  in 
top  10  States  in  terms  of  Primary  Care 
HPSA  population  to  State  population, 
and  whether  the  hospital  is  rural).  We 
believe  that  the  phrase  “does  not 
distribute  positions  to  hospitals” 
contemplates  the  scenario  w'here  there 
would  be  more  slots  available  than  the 
amount  that  qualifying  hospitals 
requested,  and  therefore,  CMS  would  be 
left  with  slots  in  the  distribution  pool  as 
of  July  1.  2011.  The  Secretary  is  directed 
to  initiate  another  round  of  applications 
after  July  1,  2011,  in  which  hospitals 
that  could  demonstrate  that  they  could 
use  the  slots  would  apply  and  possibly 
receive  a  portion  of  the  remaining  slots, 
until  all  the  slots  in  the  pool  are 
redistributed.  Should  the  situation  arise 
where  there  are  unused  slots  available 
as  of  July  1,  2011,  we  would  propose  a 
process  for  redistributing  those  slots  “in 
accordance  with  the  considerations 
described  in  subparagraph  (C)  and  the 
priority  described  in  subparagraph  (D).” 
We  would  then  notify'  the  public  to 
establish  the  application  timeframe, 
criteria,  process  and  other  relevant 
information  at  that  time. 


Comment:  Several  commenters 
addressed  additional  items  for 
consideration  if  all  of  the  available  caps 
are  not  redistributed  by  July  1,  2011, 
using  the  criteria  under  section  5503. 
One  commenter  stated  that  these 
leftover  caps  should  be  distributed  to 
hospitals  that  are  currently  exceeding 
their  caps.  Another  commenter 
recommended  that  the  Secretary 
broaden  the  redistribution  criteria  to 
ensure  that  all  slots  are  filled  and 
utilized  while  emphasizing  the 
considerations  made  by  section  5503. 
This  commenter  urged  CMS  to  consider 
using  a  hospital’s  post-residency 
placement  of  residents  in  rural  areas, 
and  not  necessarily  require  a  certified 
rural  training  track  within  that 
hospital’s  GME  program.  This 
commenter  also  requested  that  the 
criteria  listed  in  section  5503  be  used 
only  as  guidance  rather  than  as 
•prescriptive  criteria  in  the  event  all 
available  caps  are  not  distributed  by 
July  1,  2011.  This  commenter  also 
recommended  that  CMS  use 
applications  from  the  first' round  of 
redistribution  and  fill  those  slots  first 
before  proposing  additional  rules. 

Another  commenter  suggested  that, 
should  slots  remain  in  the  distribution 
pool  after  the  first  round  of  applications 
has  been  processed,  CMS  continue 
down  the  lists  of  States  with  low 
resident-to-population  ratios  and  high 
HPSA  populations,  allowing  hospitals 
in  the  next  several  States  on  each  list  to 
apply  for  slots  in  a  second  round  of 
applications.  This  commenter  further 
stated  that  should  a  second  application 
process  occur,  it  should  not  be  identical 
in  all  w'ays  to  the  first  round  because 
hospitals  that  were  unable  to 
accommodate  additional  residents  in 
the  first  round  would  not  be 
significantly  more  likely  to  meet  the 
same  requirements  in  under  a  year  from 
now.  Additionally,  another  commenter 
suggested  that  if  there  are  more  slots 
than  the  anticipated  demand,  hospitals 
that  do  not  fit  into  the  prescribed 
categories  should  be  able  to  apply  for 
the  additional  slots. 

Response:  As  we  explained  in  the 
proposed  rule  (75  FR  46410),  should  the 
situation  arise  where  there  are  unused 
slots  available  as  of  July  1,  2010,  we 
would  propose  a  process  for 
redistributing  those  slots  “in  accordance 
with  the  considerations  described  in 
subparagraph  (C)  and  the  priority 
described  in  subparagraph  (D).”  We 
would  then  notify  the  public  to 
establish  the  application  timeframe, 
criteria,  process  and  other  relevant 
information  at  that  time.  We  appreciate 
the  commenters’  suggestions  and  will 
keep  them  in  mind  should  the  need 


arise  to  propose  a  second  round  for 
redistribution  of  unused  slots. 

16.  Application  of  Direct  GME  PRAs  for 
Primary  Care  and  Nonprimary  Care 
Residents  and  Conforming  Changes  for 
the  IME  Multiplier 

Section  1886(h)(8)(G)  of  the  Act  states 
that,  “With  respect  to  additional 
residency  positions  in  a  hospital 
attributable  to  the  increase  provided 
under  this  paragraph,  the  approved  FTE 
per  resident  amounts  are  deemed  to  be 
equal  to  the  hospital  per  resident 
amounts  for  primary  care  and 
nonprimary  care  computed  under 
paragraph  (2)(D)  for  that  hospital.” 
Hospitals  that  receive  increases  in  their 
FTE  resident  caps  under  section 
1886(h)(8)(B)(i)  of  the  Act  will  receive 
direct  GME  payments  associated  with 
those  FTE  residents  in  the  same  manner 
as  they  receive  direct  GME  payments  for 
their  other  (non-section  422)  FTE 
residents,  that  is,  using  the  primary  care 
PRA  that  is  reported  on  Worksheet  E- 
3,  Part  IV,  line  3.23,  and  the  nonprimary 
care  PRA  reported  on  line  3.17  of  the 
same  worksheet.  This  provision  in 
section  5503  differs  from  section  422  in 
that  hospitals  that  received  additional 
slots  under  section  422  receive  direct 
GME  payment  for  FTE  residents 
attributable  to  those  slots  using  a  single 
locality-adjusted  national  average  PRA 
(42  CFR  413.77(g)),  and  the  payment 
determination  is  made  on  Worksheet  E- 
3,  Part  VI.  Thus,  if  a  hospital  received 
additional  slots  under  section  422,  and 
they  train  a  number  of  residents  that  is 
sufficient  to  require  them  to  count  FTE 
residents  under  those  slots,  the  hospital 
will  continue  to  receive  direct  GME 
payment  for  those  slots  using  the 
locality-adjusted  national  average  PRA. 
However,  in  the  August  3,  2010 
proposed  rule  (75  FR  46410),  we 
proposed  that  a  hospital  that  receives 
additional  slots  under  section  5503 
would  be  paid  for  FTE  residents 
counted  under  those  slots  using  the 
same  primary  care  and  nonprimary 
PRAs  for  which  payment  is  made  for 
FTE  residents  subject  to  the  1996  FTE 
cap.  We  indicated  that  we  are  expecting 
to  revise  Worksheet  E-3,  Part  IV  to  add 
a  line  on  which  hospitals  would  report 
the  number  of  FTEs  by  which  the 
hospital’s  FTE  caps  were  increased  for 
direct  GME  slots  received  under  section 
5503.  (We  note  that  on  the  new 
Medicare  cost  reporting  form,  CMS- 
2552-10,  the  direct  GME  worksheet  is 
E-4).  To  create  a  hospital’s  total 
adjusted  direct  GME  FTE  cap,  the 
increase  granted  under  section 
1886(h)(8)(B)(i)  of  the  Act  w'ould  be 
added  to  the  1996  direct  GME  FTE  cap 
and  would  include  any  applicable  new 
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program  adjustment  received  under 
§ 413.79(e),  and  any  applicable 
adjustments  for  the  cost  reporting 
period  due  to  a  Medicare  GME 
affiliation  agreement.  In  a  given  cost 
reporting  year,  we  proposed  that  a 
hospital  would  only  count  FTE 
residents  under  its  direct  GME  section 
422  cap  slots  on  Worksheet  E-3,  Part  VI 
if  the  number  of  unweighted  allopathic 
and  osteopathic  residents  it  is  training 
exceeds  the  total  adjusted  direct  GME 
cap  (including  the  section  5503  slots)  on 
Worksheet  E-3,  Part  IV. 

In  addition,  with  respect  to  the  IME 
adjustment,  in  the  August  3,  2010 
proposed  rule  (75  FR  46410),  we 
proposed  that  a  hospital  that  receives  an 
increase  in  its  FTE  cap  under  section 
1886(h)(8)(B)(i)  of  the  Act  will  count 
FTE  residents  under  those  slots,  and 
payment  will  be  made  with  respect  to 
residents  counted  under  those  slots, 
using  the  same  IME  multiplier  for  which 
payment  is  made  for  FTE  residents 
subject  to  the  1996  FTE  cap  (that  is, 
currently  a  multiplier  of  1.35).  This  is 
because  section  1886(d)(5)(B)(x)  of  the 
Act,  as  added  by  section  5503(b)(2), 
states,  “For  discharges  occurring  on  or 
after  July  1,  2011,  insofar  as  an 
additional  payment  amount  under  this 
subparagraph  is  attributable  to  resident 
positions  distributed  to  a  hospital  under 
subsection  (h)(8)(B),  the  indirect 
teaching  adjustment  factor  shall  be 
computed  in  the  same  manner  as 
provided  under  clause  (ii)  with  respect 
to  such  resident  positions.”  This 
provision  in  section  5503  differs  from 
section  422  in  that  hospitals  that 
received  additional  slots  under  section 
422  receive  IME  payment  for  FTE 
residents  counted  under  those  slots 
using  a  special  multiplier  of  0.66  (42 
CFR  412.105(e)(2)),  and  the  payment 
,  determination  is  made  on  Worksheet  E- 
3,  Part  VI.  We  also  indicated  that  we  are 
expecting  to  revise  Worksheet  E,  Part  A 
to  add  a  line  in  which  applicable 
hospitals  would  report  the  amount  of 
additional  IME  slots  received  under 
section  5503.  To  create  a  hospital’s  .total 
adjusted  IME  FTE  cap,  this  additional 
amount  would  be  added  to  the  1996 
IME  FTE  cap,  any  applicable  new 
program  adjustment  received  under 
§413, 79(e),  and  any  applicable 
adjustments  for  the  period  due  to  a 
Medicare  GME  affiliation  agreement.  In 
a  given  cost  reporting  year,  we  proposed 
that  a  hospital  would  only  use  its  IME 
section  422  cap  slots  on  Worksheet  E— 

3,  Part  VI  if  the  number  of  unweighted 
allopathic  and  osteopathic  residents  it  is 
training  exceeds  the  total  adjusted  IME 
cap  (including  the  section  5503  slots)  on 
Worksheet  E,  Part  A.  Finally,  under 


section  422  of  Public  Law  108-173, 
hospitals  that  were  members  of  the  same 
Medicare  GME  affiliated  group  on  or 
after  July  1,  2005,  and  that  received 
additional  FTE  cap  slots  under  section 
422  are  precluded  from  including  those 
additional  section  422  slots  in  the 
aggregate  affiliated  cap.  This  is  in  part 
because  section  422  specified  that  a 
hospital  would  receive  direct  GME  and 
IME  payments  for  additional  slots 
awarded  under  section  422  with  rates 
that  were  different  from  the  non-section 
422  cap  slots,  and  tracking  the  different, 
direct  GME  and  IME  payment  rates 
associated  with  FTE  residents  that  are 
counted  as  a  result  of  the  section  422 
cap  increases  and  those  that  were  not 
would  be  extremely  difficult  for  the 
Medicare  contractors.  In  addition,  in 
order  to  qualify  for  additional  slots 
under  section  422,  the  hospitals  had  to 
document  a  need  for  those  slots. 
Similarly,  under  section,5503,  we 
proposed  that  hospitals  that  receive 
additional  slots  under  section  5503 
cannot  use  these  slots  as  part  of  the 
aggregate  cap  in  a  Medicare  GME 
affiliation  agreement.  This  is  because  we 
believe  that  once  a  hospital  has 
demonstrated  that  it  truly  needs  the 
additional  slots,  has  made  the  effort  to 
carefully  document  that  it  will  fill  those 
slots  within  3  years,  and  once  we  have 
determined  that  the  characteristics  of 
the  hospital  and  its  training  program 
warrant  an  increase  in  the  hospital’s 
FTE  resident  caps  under  section 
1886(h)(8)(B)(i)  of  the  Act,  we  do  not 
believe  it  would  be  appropriate  for  the 
hospital  to  transfer  those  positions  to 
another  hospital,  albeit  temporarily, 
under  tbe  terms  of  a  Medicare  GME 
affiliation  agreement.  To  do  so  would  be 
to  undermine  the  goals  and 
specifications  for  the  redistribution  of 
residency  positions  as  set  forth  under 
section  5503  of  the  Affordable  Care  Act. 

We  note  that  section  1886(h)(8)(B)  of 
the  Act,  which  addresses  the  increases 
in  hospitals’  FTE  resident  caps,  makes 
no  reference  to  section  1886(h)(4)(G)  or 
1886(d)(5)(B)(vi)(II)  of  the  Act,  which 
are  the  provisions  concerning  the  rolling 
average  count  of  FTE  residents. 
Furthermore,  there  is  no  mention  of 
section  1886(d)(5)(B)(vi)(I)  of  the  Act, 
the  provision  regarding  the  cap  on  the 
IME  resident-to-bed  ratio,  in  section 
1886(h)(8)(B)  of  the  Act  either.  That  is, 
the  statute  does  not  provide  for  an 
exclusion  from  application  of  the  rolling 
average  for  residents  counted  as  a  result 
of  FTE  cap  increases  under  section 
1886(h)(8)(B)(i)  of  the  Act,  nor  does  the 
statute  exempt  the  residents  counted 
pursuant  to  FTE  cap  increases  under 
section  1886(h)(8)(B)(i)  from  the 


application  of  the  cap  on  the  IME 
resident-to-bed  ratio.  In  light  of  the 
absence  of  a  specific  directive  in  section 
1886(h)(8)(B)(i)  of  the  Act  exempting 
those  residents  from  application  of  the 
rolling  average  for  direct  GME  and  IME, 
and  the  cap  on  the  IME  resident-to-bed 
ratio,  and  with  no  apparent  reason  to 
treat  residents  counted  as  a  result  of  the 
FTE  cap  increases  under  section 
1886(h)(8)(B)  of  the  Act  differently,  in 
the  August  3,  2010  proposed  rule  (75  FR 
46411),  we  proposed  to  require  that  if  a 
hospital  increases  its  direct  GME  or  IME 
FTE  count  of  residents  under  an 
•increase  in  the  hospital’s  FTE  resident 
cap  under  section  1886(h)(8)(B)(i)  of  the 
Act,  those  FTE  residents  would  be 
immediately  subject  to  tbe  rolling 
average  calculation  and  the  cap  on  the 
IME  resident-to-bed  ratio.  Furthermore, 
we  believe  that,  given  potentially 
significant  shifts  of  FTE  resident 
positions  among  hospitals  as  a  result  of 
section  1886(h)(8)  of  the  Act,  the 
inclusion  of  FTE  residents  counted  as  a 
result  of  FTE  cap  increases  under 
section  1886(h)(8)(B)(i)  of  the  Act  in  the 
rolling  average  would  introduce  a 
measure  of  stability  and  predictability, 
and  mitigate  radical  shifts  in  GME 
payments  from  period  to  period. 

Comment:  Commenters  expressed 
support  of  the  treatment  of  hospitals 
with  caps  that  have  been  reduced  or 
increased  under  section  422  of  the 
MMA.  However,  one  commenter 
suggested  that  payment  levels  should 
either  be  the  same  for  all  FTE  cap  types 
or  that  each  of  the  three  should  have  its 
owo  payment  level  to  perhaps  provide 
additional  incentives  for  training 
primary  care  residents. 

Response:  Both  section  422  of  the 
MMA  and  section  5503  of  the 
Affordable  Care  Act  specify  clearly 
which  direct  GME  and  IME  payment 
rates  are  to  be  used. 

Comment:  One  commenter  agreed 
with  CMS’  proposal  that  if  a  hospital 
receives  slots  under  5503,  and  also 
received  slots  under  section  422,  only 
FTE  residents  in  excess  of  the  hospital’s 
1996  cap,  as  increased  by  the  new 
section  5503  slots,  would  be  paid  at  the 
section  422  payment  rates  (the  locality- 
adjusted  national  average  PRA  for  direct 
GME,  and  the  2.7  percent  multiplier  for 
IME). 

Response:  We  are  finalizing  our 
proposal  that  only  FTE  residents  in 
excess  of  a  hospital’s  1996  FTE  cap,  as 
increased  by  the  section  5503  slots, 
would  be  paid  at  tbe  section  422  rates 
(the  locality-adjusted  national  average 
PRA  for  direct  GME,  and  the  2.7  percent 
multiplier  for  IME). 

Comment:  Commenters  disagreed 
with  CMS’  proposal  to  include  FTE 
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residents  added  to  a  hospital  under 
section  5503  in  the  hospital’s  rolling 
average  count  for  IME  and  direct  GME, 
and  in  the  cap  on  the  IRB  ratio  for  IME. 
The  commenters  acknowledged  that 
section  5503  is  silent  on  this  matter,  but 
argued  that  the  absence  of  language  to 
exclude  redistributed  FTEs  from  the 
rolling  average  and  IRB  ratio  cap  need 
not  compel  CMS  to  include 
redistributed  FTEs  in  the  rolling  average 
and  IRB  ratio  cap.  The  commenters 
noted  that  CMS  has  used  its  authority  in 
the  past  to  create  exceptions  to  the 
rolling  average  and  IRB  ratio  cap  when 
the  application  of  these  provisions 
would  “create  an  unfair  result”  (for 
example,  to  exclude  residents  displaced 
by  the  closure  of  a  hospital  or  residency 
program  from  a  receiving  hospital’s 
rolling  average  or  IRB  ratio  cap).  The 
commenters  argued  that  “it  makes  little 
sense”  to  apply  the  rolling  average  and 
IRB  ratio  cap  here  as  well.  The 
commenters  believed  that  the  fact  that 
Congress  wanted  redistributed  resident 
slots  to  be  used  to  meet  specific  policy 
goals  for  a  5-year  period  demonstrates 
that  Congress  did  not  intend  the  usual 
FTE  counting  rules  to  apply  to 
redistributed  FTE  slots. 

Another  comment er  agreed  with  CMS’ 
proposal  to  include  residents  added 
under  section  5503  in  the  rolling 
average  and  the  IME  IRB  ratio  cap.  The 
commenter  believed  that  the  inclusion 
of  these  FTE  residents  in  the  rolling 
average  and  IME  IRB  ratio  cap  would 
“introduce  a  level  of  stability  in  the 
aggregate  CME  payments.” 

Response:  Regarding  the  applicability 
of  the  rolling  average  and  the  IRB  ratio 
cap  to  redistributed  slots  under  section 
5503,  we  explained  in  the  August  3, 

2010  proposed  rule  (75  FR  46411)  that, 
“In  light  of  the  absence  of  a  specific 
directive  in  section  1886(h)(8)(B)(i)  of 
the  Act  exempting  those  residents  from 
application  of  the  rolling  average  for 
direct  CME  and  IME,  and  the  cap  on  the 
IME  resident-to-bed  ratio,  and  with  no 
apparent  reason  to  treat  residents 
counted  as  a  result  of  the  FTE  cap 
increases  under  section  1886(h)(8)(B)  of 
the  Act  differently,  we  are  proposing  to 
require  that  if  a  hospital  increases  its 
direct  CME  or  IME  FTE  count  of 
residents  under  an  increase  in  the 
hospital’s  FTE  resident  cap  under 
section  1886(h)(8)(B)(i)  of  the  Act,  those 
FTE  residents  would  be  immediately 
subject  to  the  rolling  average  calculation 
and  the  cap  on  the  IME  resident-to-bed 
ratio.  Furthermore,  we  believe  that, 
given  potentially  significant  shifts  of 
FTE  resident  positions  among  hospitals 
as  a  result  of  section  1886(h)(8)  of  the 
Act,  the  inclusion  of  FTE  residents 
counted  as  a  result  of  FTE  cap  increases 


under  section  1886(h)(8)(B)(i)  of  the  Act 
in  the  rolling  average  would  introduce 
a  measure  of  stability  and  predictability, 
and  mitigate  radical  shifts  in  CME 
payments  from  period  to  period.”  We 
continue  to  believe  that  it  is  appropriate 
to  include  these  FTE  slots  in  the  rolling 
average  and  in  the  IRB  ratio  cap.  In  the 
instance  of  displaced  residents  that 
result  from  the  closure  of  a  hospital  or 
a  residency  program,  an  exemption  was 
provided  under  sections  413.79(h)  for 
direct  CME  and  412.105(b)  for  IME 
regarding  the  rolling  average  and  the 
IRB  ratio  cap  respectively  so  as  to 
provide  an  incentive  for  hospitals  that 
may  have  experienced  some  financial 
loss  when  accepting  actual  residents, 
not  merely  FTEs,  into  their  hospitals 
and  programs  who  may  otherwise  not 
have  been  able  to  complete  their 
training.  Such  an  exception  is  not 
warranted  under  section  5503,  where 
hospitals  are  only  applying  for  FTE  slots 
to  either  start  new  programs  or  expand 
existing  programs.  We  also  appreciate 
the  support  of  the  commenter  that  wrote 
that  the  inclusion  of  these  FTE  residents 
in  the  rolling  average  and  IME  IRB  ratio 
cap  would  “introduce  a  level  of  stability 
in  the  aggregate  CME  payments.”  We  are 
finalizing  our  proposal  to  include  FTE 
slots  added  under  section  5503  in  the 
rolling  average  and  IRB  ratio  cap 
accordingly. 

Comment:  A  commenter  thought  that 
CMS  should  permit  hospitals  to  use 
slots  awarded  under  section  5503  as 
part  of  Medicare  CME  affiliation 
agreements  after  a  certain  period  of 
time,  such  as  5  years,  coinciding  with 
the  end  of  the  time  period  of  other 
restrictions  applicable  to  slots  awarded 
under  section  5503.  The  commenter 
understood  CMS’  rationale  for 
proposing  to  require  that  hospitals  not 
include  slots  received  as  part  of 
Medicare  CME  affiliation  agreements, 
but  the  commenter  believed  that 
keeping  separate  track  of  these  FTEs  is 
administratively  burdensome,  and  that 
circumstances  can  change  over  time. 
Similarly,  commenters  expressed 
concern  that  redistributed  positions 
could  not  be  aggregated  under  a 
Medicare  CME  affiliation  agreement. 
Commenters  stated  that  this  limitation 
seems  contradictory  in  that  it  allows 
these  affiliated  programs  to  lose  slots, 
but  not  gain  them  when  they  meet  the 
redistribution  criteria.  Moreover, 
commenters  thought  that  this  policy 
restricts  collaborative  training 
arrangements,  which  are  particularly 
important  for  resident  training  in  rural 
and  underseryed  areas. 

Response:  In  the  August  3,  2010 
proposed  rule  (75  FR  46410),  wq 
proposed  that  hospitals  that  receive 


additional  slots  under  section  5503 
cannot  use  these  slots  as  part  of  the 
aggregate  cap  in  a  Medicare  CME 
affiliation  agreement.  This  is  because  we 
believe  that  once  a  hospital  has 
demonstrated  that  it  truly  needs  the 
additional  slots,  has  made  the  effort  to 
carefully  document  that  it  will  fill  those 
slots  within  3  years,  and  once  we  have 
determined  that  the  characteristics  of 
the  hospital  and  its  training  program 
warrant  an  increase  in  the  hospital’s 
FTE  resident  caps  under  section 
1886(h)(8)(B)(i)  of  the  Act,  we  do  not 
believe  it  would  be  appropriate  for  the 
hospital  to  transfer  those  positions  to 
another  hospital,  albeit  temporarily, 
under  the  terms  of  a  Medicare  GME 
affiliation  agreement.  To  do  so  would  be 
to  undermine  the  goals  and 
specifications  for  the  redistribution  of 
residency  positions  as  set  forth  under 
section  5503  of  the  Affordable  Care  Act. 
However,  the  commenters’  provide  a 
compelling  argument  that  this  limitation 
seems  contradictory  in  that  it  allows 
these  affiliated  programs  to  lose  slots, 
but  not  gain  them  when  they  meet  the 
redistribution  criteria.  Further,  we 
understand  that  training  needs  can 
change  over  time,  and  there  may  be  a 
need  to  cross-train  residents  in  different 
hospital  settings.  In  addition,  because  ' 
slots  received  under  section  5503  are  to 
be  paid  with  the  same  direct  GME  PRA 
and  IME  multiplier  as  a  hospital’s  other 
residents  (unlike  slots  received  under 
section  422  of  the  MMA  which  are  paid 
at  different  payment  rates),  it  would  not 
present  an  administrative  burden  to 
include  section  5503  slots  in  Medicare 
GME  affiliation  agreements.  Therefore, 
we  are  revising  our  proposal  and 
adopting  the  commenters’  suggestion  to 
permit  hospitals  to  use  slots  awarded 
under  section  5503  as  part  of  Medicare 
GME  affiliation  agreements  after  5  years, 
which  would  coincide  with  the  end  of 
the  time  period  of  other  restrictions 
applicable  to  slots  awarded  under 
section  5503.  Thus,  slots  awarded  under 
section  5503  could  first  be  used  (either 
lent  or  received)  as  part  of  Medicare 
GME  affiliation  agreements  for  the 
academic  year  beginning  July  1,  2016. 
However,  we  caution  that  section  5503 
slots  that  are  used  in  Medicare  GME 
affiliation  agreements  on  or  after  July  1, 
2016,  are  at  risk  for  removal  by  the 
Medicare  contractor  from  those 
affiliation  agreements  if,  while  auditing 
a  cost  report  that  falls  within  the  5-year 
period,  the  contractor  finds  that  the 
hospital  did  not  meet  the  primary  care 
average  or  75  percent  threshold 
requirement. 

After  consideration  of  the  public 
comments  we  received,  we  are 
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finalizing  our  proposals  not  to  exempt 
slots  added  under  section  5503  from  the 
rolling  average  or  the  IRB  ratio. 

However,  we  are  accepting  the 
commenters’  request  regarding  use  of 
the  section  5503  slots  in  Medicare  GME 
affiliation  agreements,  and  we  are 
modifying  our  proposal  policy  to  allow 
these  slots  to  be  used  as  part  of  the  FTE 
caps  in  Medicare  GME  affiliation 
agreements  for  the  academic  year 
beginning  July  1,  2016. 

17.  Other  Issues  Related  to  a  Request  for 
Increase  in  the  FTE  Caps  under  Section 
5503  of  the  Affordable  Care  Act 

a.  Rural  Hospitals  or  Urban  Nonteaching 
Hospitals 

Rural  hospitals  may  receive  an 
adjustment  to  their  FTE  caps  for 
establishing  a  new  residency  program 
under  §413.79(e)(l)(iii)  of  the  existing 
regulations  at  any  time.  Therefore,  if  a 
rural  hospital  is  interested  in  starting  a 
new  program,  or  interested  in 
participating  in  training  residents  in  a 
new  program  on  or  after  July  1,  2011,  it 
need  not  apply  for  slots  under  section 
5503  of  the  Affordable  Care  Act  for  that 
new  program.  If  a  rural  hospital  seeks  to 
expand  an  existing  program,  and  does 
not  have  sufficient  space  under  its 
existing  FTE  caps  to  cover  those 
additional  residents,  the  rural  hospital 
may  apply  for  an  increase  to  its  FTE 
caps  under  section  5503.  Similarly,  an 
urban  hospital  may  request  additional 
slots  under  section  5503  for  the  propose 
of  expanding  an  existing  program.  A 
hospital,  rural  or  urban,  that  is  not  yet 
a  teaching  hospital  and  does  not  have  a 
cap  established,  may  not  apply  for  a 
permanent  adjustment  to  their  FTE  caps 
under  section  5503  since  a  non-teaching 
hospital  may  apply  for  a  permanent  cap 
adjustment  under  current  Medicare 
regulations  at  §  413.79(e).  Also,  if  an 
urban  non-teaching  hospital  becomes  a 
teaching  hospital  because  it  begins  to 
serve  as  a  rotating  site  for  another 
hospital’s  existing  program,  it  may 
apply  for  additional  slots  under  section 
5503,  which  would  not  preempt  the  • 
hospital  fi’om  later  getting  a  new  cap 
adjustment  under  §  413.79(e)  for  starting 
a  new  program. 

We  did  not  receive  any  public 
comments  on  this  section,  and  we  are 
finalizing  our  proposals  accordingly. 

h.  Closed  Teaching  Hospitals 

We  note  that  imder  section  5506  of 
the  Affordable  Care  Act,  as  explained 
further  in  section  XXI.E.  of  this 
preamble,  the  FTE  resident  caps  of 
teaching  hospitals  that  close  on  or  after 
March  23,  2008,  are  to  be  redistributed 
to  other  qualifying  hospitals  according 


to  specific  criteria.  Assuming  a  teaching 
hospital  closed  recently,  it  is  possible 
that  based  on  the  closed  teaching 
hospital’s  three  most  recent  cost 
reporting  periods  ending  prior  to  March 
23,  2010,  its  FTE  resident  caps  could  be 
subject  to  reduction  under  section  5503. 
However,  so  as  to  avoid  duplication  of 
FTE  resident  slots  in  the  redistribution 
processes  under  sections  5503  and  5506, 
in  the  August  3,  2010  proposed  rule  (75 
FR  46411),  we  proposed  that  if  a 
hospital  closes  on  or  after  March  23, 
2008,  then  its  FTE  resident  cap  slots 
would  not  be  redistributed  under 
section  5503,  but  would  be  reserved  for 
redistribution  under  section  5506. 

We  received  one  public  comment  in 
support  of  this  proposal,  and  we  are 
finalizing  our  policy  accordingly. 

c.  Requirements  for  Hospitals  That 
Receive  Additional  Slots  Under  Section 
5503 

Section  1886(h)(8)(B)(u)  of  the  Act,  as 
added  by  section  5503ta)(4)  of  the 
Affordable  Care  Act,  specifies 
requirements  and  thresholds  that  a 
hospital  that  applies  for  and  receives 
additional  slots  effective  July  1,  2011, 
must  meet  in  order  to  retain  those  slots. 
Under  section  422  of  Public  Law  108- 
173,  hospitals  that  received  additional 
slots  were  not  held  accountable  for 
meeting  any  requirements  once  those 
slots  were  received  effective  July  1, 

2005,  nor  did  section  422  require  that 
CMS  conduct  any  subsequent  reviews  of 
the  hospitals  that  received  the  slots  in 
order  to  determine  that  the  hospitals 
were  meeting  certain  thresholds. 
However,  section  1886(h)(8)(B)(ii)  of  the 
Act,  as  added  by  section  5503  of  the 
Affordable  Care  Act,  specifies 
requirements  that  a  hospital  that 
receives  an  increase  in  its  FTE  resident 
caps  under  section  1886(h)(8)(B)(i)  must 
meet,  at  least  for  a  5-year  period 
beginning  on  or  after  July  1,  2011,  and 
section  1886(h)(8)(B)(iii)  directs  the 
Secretary  to  reduce  the  FTE  caps  of  the 
hospital  by  the  same  number  of  FTE 
residents  by  which  the  hospital’s  FTE 
caps  were  increased  if  the  hospital  fails 
to  meet  these  requirements.  Specifically, 
‘section  1886(h)(8)(B)(ii)  of  the  Act 
states,  “a  hospital  that  receives  an 
increase  in  the  ptherwise  applicable 
resident  limit  under  this  subparagraph 
shall  ensure,  during  the  5-year  period 
beginning  on  the  date  nf  such  increase, 
that — 

(I)  The  number  of  full-time  equivalent 
primary  care  residents,  as  defined  in 
paragraph  (5)(H)  (as  determined  by  the 
Secretary),  excluding  any  additional 
positions  under  subclause  (II),  is  not 
less  than  the  average  number  of  full¬ 
time  equivalent  primary  care  residents 


(as  so  determined)  during  the  3  most 
recent  cost  reporting  periods  ending 
prior  to  the  date  of  enactment  of  this 
paragraph;  and 

(II)  Not  less  than  75  percent  of  the 
positions  attributable  to  such  increase 
are  in  a  primary  care  or  general  surgery 
residency  (as  determined  by  the 
Secretary). 

The  Secretary  may  determine  whether 
a  hospital  has  met  the  requirements 
under  this  clause  during  such  5-year 
period  in  such  manner  and  at  such  time 
as  the  Secretary  determines  appropriate, 
including  at  the  end  of  such  5-year 
period.” 

Section  1886(h)(5)(H)  of  the  Act 
defines  “primary  care  resident”  as  a 
resident  enrolled  in  an  approved 
medical  residency  training  program  in 
family  medicine,  general  internal 
medicine,  general  pediatrics,  preventive 
medicine,  geriatric  medicine,  or 
osteopathic  general  practice.  In  the 
August  3,  2010  proposed  rule  (75  FR 
46411),  we  proposed  that  a  hospital  that 
is  applying  to  receive  additional  slots 
would  have  to  submit  data  from  the 
three  most  recent  cost  reporting  periods 
ending  before  March  23,  2010  (the  date 
of  enactment)  on  the  number  of 
unweighted  FTE  residents  in  these 
primary  care  programs.  We  note  that 
this  primary  care  average  is  based  on  the 
hospital’s  total  FTE  count  that  would 
otherwise  be  allowable  in  absence  of  the 
FTE  cap;  if  a  hospital  is  training  FTE 
residents  in  excess  of  its  FTE  caps,  it 
would  still  determine  the  3-year  average 
based  on  the  total  number  of 
unweighted  primary  care  FTE  residents. 
A  total  primary  care  FTE  count,  one  for 
IME  and  one  for  direct  GME,  is 
sufficient  for  the  hospital  for  each  of 
these  three  cost  reporting  periods;  a 
hospital  need  not  report  these  data  by 
specialty.  However,  we  note  that, 
currently,  the  Medicare  cost  report  does 
not  track  a  hospital’s  number  of  primary 
care  residents.  For  direct  GME,  on 
Worksheet  E-3,  Part  IV,  line  3.19,  the 
hospital’s  number  of  weighted  primary 
care  and  OB/GYN  residents  is  reported. 
Thus,  if  a  hospital  trains  OB/GYN 
residents  in  addition  to  primary  care 
residents,  we  proposed  that  the  OB/ 
GYN  count  must  be  subtracted  from  the 
number  reported  on  line  3.19  of 
Worksheet  E— 3,  Part  IV  for  the  hospital’s 
three  most  recent  cost  reporting  periods 
ending  before  March  23,  2010.  This 
would  produce  a  weighted  FTE  count 
for  direct  GME,  which  should  then  be 
converted  to  an  unweighted  count.  In 
any  case,  the  source  documentation  for 
these  data  is  the  rotation  schedules  for 
the  applicable  years.  For  IME,  on 
Worksheet  E,  Part  A,  there  is  no  line 
that  currently  records  the  number  of 
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primary  care  residents,  as  the 
distinction  between  primary  care  and 
nonprimary  care  residents  is  only 
necessary  in  the  direct  GME  payment 
formula  (due  to  the  use  of  a  primary 
care  and  OB/GYN  PRA  and  a 
nonprimary  care  PRA  for  certain  years). 

Therefore,  in  the  August  3,  2010 
proposed  rule  (75  FR  46412),  we 
proposed  that  the  applicant  hospital 
must  develop  from  its  rotation 
schedules  three  IME  FTE  primary  care 
counts  to  correspond  to  its  three  most 
recent  cost  reporting  periods  ending 
before  March  23.  2010.  As  part  of  its 
application,  we  proposed  that  the 
hospital  must  include  the 
documentation  that  it  used  to  arrive  at 
its  direct  GME  and  IME  primary  care 
FTE  counts,  including  a  copy  of 
Worksheet  E-3,  Part  IV  for  direct  GME, 
and  if  the  hospital  has  an  OB/GYN 
program,  the  rotation  schedules 
corresponding  to  the  three  most  recent 
cost  reporting  periods  ending  prior  to 
March  23,  2010  for  OB/GYN,  and  the 
rotation  schedules  for  all  primary  care 
residency  programs  used  to  establish  the 
IME  primary^  care  FTE  count 
corresponding  to  the  three  most  recent 
cost  reporting  periods  ending  prior  to 
March  23,  2010.  Although  we 
considered  proposing  that  a  hospital 
may  demonstrate  that  it  is  complying 
with  the  requirement  to  maintain  the 
primary  care  average  with  only  a  single 
unweighted  FTE  count,  rather  than  one 
FTE  count  for  direct  GME  and  one  FTE 
count  for  IME,  we  believed  that  we 
needed  to  propose  to  require 
documentation  from  both  a  direct  GME 
and  an  IME  FTE  count  because  section 
5503  of  the  Affordable  Care  Act 
amended  section  1886(d)(5)(B)(v)  of  the 
Act  to  make  the  entire  section 
1886(h)(8),  of  which  maintenance  of  this 
prhnary  care  average  is  a  part, 
applicable  for  purposes  of  IME.  Thus, 
both  section  1886(h)  of  the  Act  for  direct 
GME  and  section  1886(d)(5)(B)  of  the 
Act  for  IME  are  equally  impacted  by 
section  5503.  Furthermore,  we  proposed 
that  the  FTE  counts  for  IME  and  direct 
GME  used  to  derive  these  primary  care 
averages  are  subject  to  audit  by  the 
Medicare  contractors,  and  that,  as  part 
of  reviews  or  audits  performed  by  the 
Medicare  contractors  in  accordance 
with  their  normal  audit  plans,  the 
Medicare  contractors  would  check 
whether  a  hospital  is  maintaining  its 
primary  care  average  in  each  of  the  cost 
reports  in  the  5-year  period  as  early  as 
tentative  settlement  of  those  five 
respective  cost  reports,  antbrnay  take 
prompt  action  accordingly  to  adjust  a 
hospital’s  FTE  caps  and  direct  GME  and 
IME  interim  payments. 


In  addition  to  maintaining  this 
average  number  of  primary  care 
residents,  section  1886(h)(8)(B)(ii)(II)  of 
the  Act  also  requires  that  a  hospital  that 
receives  an  increase  to  its  FTE  resident 
caps  under  section  1886(h)(8)(B)(i)  of 
the  Act  must  ensure  that  75  percent  of 
those  slots  are  used  to  train  primary  care 
or  general  surgery  residents.  A  hospital 
that  applies  for  additional  slots  may  or 
may  not  already  train  at  least  75  percent 
or  more  of  its  residents  in  primary  care 
or  general  surgery  programs.  At  a 
minimum,  the  applicant  hospital  is 
required  to  maintain  the  average 
number  of  FTE  primary  care  residents 
that  it  trained  during  the  three  most 
recent  cost  reporting  periods  ending 
prior  to  March  23,  2010.  Further,  in  the 
August  3,  2010  proposed  rule  (75  FR 
46412),  we  proposed  that  in  addition  to 
the  primary  care  residents  used  to 
maintain  the  primary  care  average,  the 
applic^t  hospital  must  separately 
ensure  that  at  least  75  percent  of  the 
increased  FTE  Cap  slots  it  receives  are 
used  to  count  FTE  residents  in  primary 
care  or  general  surgery.  We  proposed 
that  the  hospital  must  be  able  to 
document  that,  during  each  of  the  5 
years  in  the  5-year  period  of  July  1,  2011 
to  June  30,  2016,  for  IME  and  direct 
GME  respectively,  and  for  each  cost 
report  during  those  5  years,  that  not 
only  is  it  maintaining  its  primary  care 
average,  but  that  75  percent  of  the  ^ 
increased  FTE  cap  slots  that  it  received 
are  being  used  to  count  residents 
training  in  primary  care  or  general 
surgery  programs.  For  example.  Hospital 
A  has  a  June  30  fiscal  year  end,  an  FTE 
cap  of  100  FTEs,  and  a  total  FTE  count 
of  110.  In  its  three  most  recent  cost 
reports  ending  prior  to  March  23,  2010 
(fiscal  year  end  June  30,  2009,  June  30, 
2008,  and  June  30,  2007),  Hospital  A 
was  training  60  primary  care  FTE 
residents,  50  primary  care  FTE 
residents,  and  40  primary  care  FTE 
residents  respectively.  The  average 
number  of  primary  care  FTE  residents 
•during  those  3  years  is  50.  Hospital  A 
applied  tor  and  received  10  additional 
FTE  cap  slots  under  section  5503. 
Beginning  July  1,  2011,  for  each  cost 
report  ending  June  30,  2012,  June  30, 
2013,  June  30,  2014,  June  30,  2015,  and 
June  30,  2016,  Hospital  A  must  ensure 
that  it  does  not  train  less  than  50 
primary  care  FTE  residents,  and  it  must 
ensure  that  it  trains  an  additional  7.5 
FTEs  of  the  10  slots  it  receives  in  either 
primary  care  or  general  surgery.  In 
another  example.  Hospital  B  has  a 
December  31  fiscal  yea,"  end,  an  FTE  cap 
of  10  FTEs,  and  a  total  FTE  count  of  12. 
In  its  three  most  recent  cost  reports 
ending  prior  to  Maich  23,  2010  (fiscal 


year  end  December  31,  2009,  December 
31,  2008  and  December  31,  2007), 
Hospital  A  was  training  12  primary  care 
FTE  residents  in  each  of  the  3  years.  The 
average  number  of  primary  care  FTE 
residents  is  12.  Hospital  B  applied  for 
and  received  4  additional  FTE  cap  slots 
under  section  5503.  Beginning  July  1, 
2011  and  ending  June  30,  2016,  Hospital 
B  must  ensure  that  it  does  not  train  less 
than  12  primary  care  FTE  residents,  and 
it  must  ensure  that  it  trains  an 
additional  3  FTEs  of  the  4  slots  it 
receives,  for  a  total  of  15,  in  either 
primary  care  or  general  surgery.  We 
proposed  that  the  Medicare  contractors 
would  check  whether  a  hospital  is 
maintaining  this  75-percent  threshold  as 
part  of  reviews  or  audits  perfornied  by 
the  Medicare  contractors  in  accordance 
with  their  normal  audit  plans  in  the  5- 
year  period  as  early  as  tentative 
settlement  of  those  five  respective  cost 
reports,  and  may  take  action  accordingly 
to  adjust  a  hospital’s  FTE  resident  caps 
and  direct  GME  and  IME  interim 
payments. 

It  is  possible  that  there  are  hospitals 
that  are  not  currently  training,  nor  have 
they  trained  in  any  of  their  three  cost 
reporting  periods  ending  prior  to  March 
23,  2010,  any  primary  care  residents  at 
all,  but  that  such  hospitals  are  applying 
for  an  increase  to  their  FTE  caps  for  a 
new  primary  care  or  general  surgery 
program  that  they  would  like  to  start. 
Such  hospitals  would  have  a  primary 
care  average  of  zero.  Because  the  intent 
of  section  5503  is  to  try  to  increase  the 
number  of  primary  care  (or  general 
surgery)  residents  in  training,  we 
proposed  that  such  hospitals  would  be 
able  to  apply  for  additional  slots  under 
section  5503.  Should  such  a  hospital 
receive  an  FTE  cap  increase,  we 
proposed  that  75  percent  of  the 
increased  FTE  cap  slots  must  be  used  to 
count  FTE  residents  in  either  primary 
care  or  general  surgery.  We  proposed 
that  a  hospital  . is  required  to  document 
in  each  of  the  5  years  that  it  has 
maintained  the  primary  care  average 
and  that  at  least  75  percent  of  the  slots 
it  receives  is  used  for  training  either 
primary  care  and/or  general  surgery 
residents  rather  than  only  once  at  the 
end  of  the  5-year  period.  As  explained 
more  fully  below,  if  a  hospital  has  not 
met  these  "equirements,  in  the  proposed 
rule,  we  stated^that  we  believe  it  would 
be  less  disruptive  financially  and 
administratively  to  a  hospital  if  we 
make  the  adjustment  to  the  hospital’s 
FTE  resident  caps  under  section 
1886(h)(8)(B)(iii)(I)  of  the  Act  and 
recover  any  overpayment  after  1  year 
rather  than  after  the  conclusion  of  the 
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full  5  year  monitoring  period  under 
section  1886(h)(8KB)(ii)  of  the  Act. 

Section  1886(h)(8)(B)(ii)  of  the  Act 
also  states  that  “The  Secretary  may 
determine  whether  a  hospital  has  met 
the  requirements  under  this  clause 
during  such  5-year  period  in  such 
manner  and  at  such  time  as  the 
Secretary  determines  appropriate, 
including  at  the  end  of  such  5-year 
period”  (emphasis  added).  In  the  August 
3,  2010  proposed  rule  (75  FR  46413),  we 
proposed  that  the  “5-year  period 
beginning  on  the  date  of  such  increase” 
is  July  1,  2011  through  June  30,  2016, 
because  the  effective  date  of  section 
5503  is  for  portions  of  cost  reporting 
periods  beginning  on  or  after  July  1, 

2011.  Thus,  it  is  during  this  5-year 
period  that  an  “average  number  of  full¬ 
time  equivalent  primary  care  residents” 
must  be  maintained,  and  that  75  percent 
of  the  additional  slots  must  be  trained 
in  primary  care  or  general  surgery,  for 
IME  and  direct  GME  respectively. 
However,  the  Secretary  is  given  some 
discretion  as  to  how  and  when  she 
determines  whether  a  hospital  is 
meeting  or  has  met  the  requirements 
“during  such  5-year  period.”  Although 
we  believe  that  the  5-year  period  must 
be  within  July  1,  2011  through  June  30, 
2016,  we  believe  we  have  flexibility  to 
determine  which  cost  reporting  periods 
within  that  5-year  period  we  may  use  to 
assess  whether  the  hospital  is 
consistently  meeting  the  required 
criteria.  For  the  sake  of  administrative 
simplicity,  on  behalf  of  hospitals  and 
the  Medicare  contractors,  we  proposed 
that  the  Medicare  contractors,  in 
accordance  with  their  normal  audit 
plans,  would  make  assessments  based 
on  a  hospital’s  fiscal  year  when 
possible,  such  that  the  Medicare 
contractors  could  make  a  first 
assessment  for  an  initial  “short”  period, 
then  annually  as  each  of  the  hospital’s 
fiscal  year  ends  until  there  is  another 
final  “short”  assessment  period  that 
starts  after  the  provider’s  last  fiscal  year 
end  within  the  5-year  window  and  runs 
through  June  30,  2016.  If  a  hospital  has 
a  June  30  fiscal  year  end,  we  proposed 
that  the  Medicare  contractor  could 
assess  whether  the  hospital  is  meeting 
the  required  criteria  five  times,  starting 
with  its  cost  reporting  period  beginning 
on  July  1,  2011,  and  ending  with  its  fifth 
cost  reporting  period  that  starts  on  July 
1,  2015  (and  ending  June  30,  2016). 
However,  for  hospitals  that  have  a  fiscal 
year  end  of  other  than  June  3^,  we 
proposed  that  the  Medicare  contractors 
could  assess  whether  the  hospital  met 
the  requirements  for  the  portion  of  its 
cost  reporting  period  that  occurs  after 
July  1,  2011,  its  subsequent  full  cost 


reporting  periods,  and  then  ending  with 
the  portion  of  the  cost  reporting  period 
prior  to  June  30,  2016.  In  other  words, 
we  proposed  that  the  hospital  would  be 
considered  to  meet  the  required  criteria 
in  “Year  1”  if  it  meets  the  requirements 
based  on  an  annualized  FTE  count  from 
July  1,  2011  through  the  end  of  its  cost 
reporting  period;  in  each  of  years  2 
through  4,  it  must  meet  the 
requirements  based  on  its  next  three 
cost  reporting  periods;  and  in  year  5,  it 
must  meet  the  requirements  based  on  an 
annualized  FTE  count  from  the  first  day 
of  its  cost  reporting  period  through  June 
30,  2016  (which  is  the  last  day  on  which 
a  haspital  has  any  obligation  to  meet 
these  requirements).  For  example, 
assume  Hospital  C  has  a  September  30 
fiscal  year  end,  and  receives  16 
additional  slots  under  section  5503,  and 
has  a  primary  care  average  of  30  FTE 
residents.  We  proposed  that  during  the 
period  of  July  1,  2011  through  June  30, 
2016,  Hospital  C  must  demonstrate  that 
it  is  training  at  least  75  percent  of  its  16 
slots  in  primary  care  or  general  surgery 
(that  is,  12  slots),  and  that  it  maintains 
a  primary  care  FTE  count  of  30,  as 
follows: 

Year  1 — July  1,  2011  to  September  30, 
2011,  with  an  annualized  count  of  3 
(that  is,  12  divided  by  4)  additional 
FTEs  in  primary  care/general  surgery,  . 
and  an  annualized  count  of  7.5  (that  is, 
30  divided  by  4)  FTEs  training  in 
primary  care  residency  programs. 

Year  2 — October  1,  2011  to  September 
30,  2012,  with  12  FTEs  in  primary  care/ 
general  surgery,  and  30  FTEs  in  primary 
care  programs. 

Year  3 — October  1,  2012  to  September 
30,  2013,  with  12  FTEs  in  primary  care/ 
general  surgery,  and  30  FTEs  in  primary 
care  programs. 

Year  4 — October  1,  2012  to  September 
30,  2014,  with  12  FTEs  in  primary  care/ 
general  surgery,  and  30  FTEs  in  primary 
care  programs. 

Year  5 — October  1,  2014  to  September 
30,  2015,  with  12  FTEs  in  primary  care/ 
general  surgery,  and  30  FTEs  in  primary 
care  programs. 

Year  6 — October  1,  2015  to  June  30, 
2016,  with  an  annualized  count  of  9 
additional  FTEs  in  primary  care/general- 
surgery,  and  an  annualized  count  of 
22.5  FTEs  training  in  primary  care 
residency  programs. 

We  proposed  to  reserve  the  right  to 
assess  as  many  times  as  necessary  in  the 
5-year  period  that  a  hospital  is  meeting 
the  required  criteria.  Furthermore,  if  a 
Medicare  contractor  determines  during 
'an  audit  that  a  hospital  did  not  meet  the 
requirements  during,  for  example,  the 
second  year,  the  contractor  could  go 
back  and  audit  the  first  year  (full,  or 
short  period),  and  make  a  retroactive 


adjustment.  We  also  understand  that  we 
should  consider  that  hospitals  might  not 
immediately  fill  all  the  slots  they 
receive,  particularly  because  they  are 
only  required  to  demonstrate  the 
likelihood  of  filling  the  slots  within  the 
first  three  cost  reporting  periods 
beginning  on  or  after  July  1,  2011. 
Accordingly,  in  the  preceding  example 
in  which  Hospital  C  was  awarded  16 
slots  and  has  a  September  30  fiscal  year 
end,  assume  it  only  added  2  actual 
residents  immediately  on  July  1,  20ll. 
Two  residents  equate  to  0.5  FTE  for  the 
3-month  period  of  July  1,  2011  to 
September  30,  2011.  Seventy  five 
percent  of  0.5  FTE  equals  0.375.  We 
proposed  that  at  least  0.375  of  the-new 
FTEs  added  for  the  period  of  July  1, 

2011  to  September  30,  2011  must  be  in 
primary  care  or  general  surgery  in  order 
to  meet  the  requirement  in  “Year  1.” 

In  a  case  where  the  Medicare 
contractor  determines  that  a  hospital 
did  not  meet  the  requirements  in  a  cost 
reporting  yeai^within  the  5-year  time 
period,  section  1886(h)(8)(B)(iii)  of  the 
Act  states  that  “the  Secretary  shall — 

(I)  Reduce  the  otherwise  applicable 
resident  limit  of  the  hospital  by  the 
amount  by  which  such  limit  was 
increased  under  this  paragraph;  and 

(II)  Provide  for  the  distribution  of 
positions  attributable  to  such  reduction 
in  accordance  with  the  requirements  of 
this  paragraph.”  Hospitals  have  different 
fiscal  year  ends  and  are  subject  to 
different  audit  schedules,  which  may 
occur  several  years  after  a  hospital’s  cost 
report  is  submitted.  Therefore,  even 
though  we  proposed  that  the  Medicare 
contractors  may  make  adjustments  to  a 
hospital’s  direct  GME  and  IME 
payments  as  early  as  tentative 
settlement,  it  may  be  several  years  after 
June  30,  2016  before  CMS  determines 
the  exact  number  of  reductions,  if  any, 
that  are  applied  to  the  FTE  caps  of 
hospitals  that  received  additional  slots, 
but  that  failed  to  meet  the  requirements 
under  section  1886(h)(8)(B)(ii)  of  the 
Act,  discussed  above.  However,  once  we 
have  determined  the  number  of  slots 
available  for  a  second  redistribution,  we 
would  distribute  them  “in  accordance 
with  the  requirements  of  this 
paragraph.”  That  is,  we  would  distribute 
the  slots  to  hospitals  that  applied  under . 
this  first  redistribution  and  that 
qualified  to  receive  the  slots  they 
requested,  but  for'whom  we  did  not 
have  sufficient  slots  in  the  “pool”  to 
grant  them  the  full  number  of  FTE  slots 
that  they  requested.  As  discussed  above 
in  section  XXI. D.  of  this  preamble, 
because  of  the  requirement  that  70 
percent  of  the  slots  be  redistributed  to 
hospitals  within  States  with  resident-to- 
population  ratios  in  the  lowest  quartile. 
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it  is  possible  that,  after  first  distributing 
slots  to  hospitals  with  the  highest  scores 
on  their  CMS  Evaluation  Form,  there 
may  be  some  remaining  qualifying 
hospitals  within  the  same  priority  level 
category  that  receive  the  same  score  on 
the  CMS  Evaluation  Form.  Thus,  we 
would  have  no  way  of  distinguishing 
among  these  hospitals  of  equal  rank.  If 
this  situation  occurs,  we  proposed  to 
prorate  the  remaining  amount  of  slots  in 
the  “70-percent  pool”,  and  distribute  an 
equal  share  of  slots  to  these  hospitals  of 
equal  rank.  If  a  similar  situation  occurs 
within  the  “30-percent  pool”,  we  also 
proposed  to  prorate  the  remaining 
amount  of  slots  in  the  “30-percent  pool” 
and  distribute  an  equal  share  of  slots  to 
hospitals  of  equal  rank.  Accordingly,  in 
the  event  that  there  is  a  second 
redistribution  process  pursuant  to 
section  1886(h)(8KB)(iii)(II)  of  the  Act, 
we  proposed  to  distribute  the  slots  in 
the  “pool”  ^created  by  the  failure  of  one 
or  more  hospitals  to  meet  the  criteria 
specified  under  section  « 
188G(h){8)(B)(ii))  of  the  Act  to  those 
hospitals  that  did  not  receive  all  of  the 
slots  for  which  they  technically 
qualified,  and  for  which  we  had  to 
prorate  under  the  first  redistribution.  If 
we  have  sufficient  slots  to  fully  satisfy 
the  original  requests  of  those  qualifying 
hospitals,  we  would  assign  them  the 
difference  between  the  prorated  amount 
awarded  under  the  first  redistribution 
and  the  amount  of  slots  they  requested 
on  their  original  application  (assuming 
they  actually  otherwise  qualified  for  all 
the  slots  they  requested).  In  other 
words,  we  would  go  back  to  the  original 
applications  and  continue  to  assign  slots 
to  those  hospitals  that  originally 
qualified  to  receive  slots  under  section 
5503,  but  for  which  we  did  not  have 
sufficient  slots  to  satisfy  their  requests. 
We  proposed  to  assign  the  additional 
slots  in  the  same  priority  order  as  under 
the  first  redistribution  process  under 
section  5503,  resuming  where  we  left 
off,  until  all  the  slots  have  been 
distributed.  After  such  point,  there 
would  be  no  further  harvesting  of  slots 
or  redistribution  under  section  5503. 

In  the  August  3,  2010  proposed  rule 
(75  FR  46414),  we  proposed  to  add  new 
regulations  at  §412.105(f)(l)(iv)(C)(2) 
for  IME  and  at  §413.79(n)  for  direct 
GME  to  reflect  our  proposals  regarding 
hospitals  receiving  increases  to  their 
FTE  resident  caps  under  section  5503, 
and  the  requirements  that  hospitals 
must  meet  in  order  to  keep  those  FTE 
slots,  and  not  be  subject  to  a  removal  of 
those  FTE  slots  during  the  5-year  period 
of  July  1,  2011  through  June  30,  2016. 

Comment:  One  commenter  requested 
clarification  regarding  how  the  5-year 
restrictions  on  the  use  of  redistributed 


slots  would  apply  to  a  hospital  that  is 
training  residents  in  excess  of  its  cap. 

The  commenter  believed  that  such  a 
hospital  would  use  the  additional  cap 
slots  it  receives  under  section  5503  for 
“over-the-cap”  residents,  as  long  as  the 
hospital  converts  the  “over-the-cap” 
positions  to  primary  care  or  to  general 
surgery  to  meet  the  primary  care  average 
and  the  75  percent  requirement. 

Response:  Even  if  a  hospital  that  is 
already  training  residents  in  excess  of 
its  caps  applies  for  additional  slots,  that 
hospital  must  use  those  cap  slots  in 
accordance  with  the  5-year  restrictions 
established  by  section  i886(h)(8)(B)(ii) 
of  the  Act:  that  is,  it  must  maintain  the 
primary  care  average,  and  at  least  75 
percent  of  the  positions  must  be  used 
for  additions  of  primary  care  or  general 
surgery  residents.  The  hospital  must 
devote  at  least  75  percent  of  those  slots 
to  new  primary  care  and/or  general 
surgery  programs,  or  to  expanding 
existing  primary  care  and/or  general 
surgery  programs.  For  example,  a 
hospital  with  an  FTE  cap  of  100  is 
training  50  primary  care  residents  and 
60  non-primaty  care  residents,  for  a 
total  of  110  FTE  residents  being  trained. 
Assume  the  hospital’s  primary  care 
average  is  also  50.  The  hospital  receives 
10  slots  under  section  5503,  raising  its 
FTE  cap  from  100  to  110.  The  hospital 
must  make  sure  to  continue  to  train  at 
least  50  FTEs  in  primary  care,  excluding 
from  this  count  any  of  the  new  primary 
care  positions  created  under  section 
5503,  so  as  to  meet  the  primary  care 
average  requirement.  That  is,  the 
hospital  cannot  reduce  its  primary  care 
FTE  count  from  50  to  40,  and  then 
increase  its  primary  care  FTE  count  to 
50  again  using  the  10  FTEs  received 
under  section  5503  for  primary  care 
residents  in  an  attempt  to  meet  the 
primary  care  average  and  the  75  percent 
requirement,  because  section 
1886(h)(8)(B)(ii)(I)  of  the  Act  states 
“excluding  any  additional  positions 
under  subclause  (II).”  Rather,  since  the 
hospital  received  10  slots  under  section 
5503,  the  hospital  must  use  at  least  75 
percent  of  those  10  positions,  or  7.5,  to 
either  create  a  new  or  expand  an 
existing  primary  care  or  general  surgery 
program.  If  the  hospital  wishes  to 
maintain  training  110  FTE  residents 
with  a  cap  of  110,  the  hospital  would 
need  to  eliminate  7.5  FTEs  of  its 
existing  non-primary  care  residents,  and 
in  their  place,  train  an  additional  7.5 
primary  care  or  general  surgery  FTE 
.  residents.  Assuming  that  the  hospital 
chose  to  use  the  slots  for  primary  care 
(and  not  for  general  surgery),  . the 
hospital  would  then  be  training  57.5 
primary  care  FTE  residents  and  52.5 


nonprimary  care  FTE  residents.  If  the 
hospital  does  not  want  to  reduce  its 
non-primary  care  FTE  count,  then  it 
would  need  to  increase  the  number  of 
residents  it  is  training  above  110, 
ensuring  that  it  trains  at  least  7.5 
additional  FTEs  in  either  primary  care 
or  surgery. 

The  situation  is  somewhat  different 
for  a  hospital  that  is  training  residents 
in  excess  of  its  FTE  resident  cap,  but  all 
of  the  residents  it  has  been  training  are 
in  primary  care  specialties.  If  this 
hospital  receives  slots  under  section 
5503,  then  this  hospital  would  not  need 
to  convert  any  positions  to  primary  care 
or  general  surgery,  because  it  is  already 
training  100  percent  of  its  FTEs  as 
primary  care  residents.  It  would  be 
using  75  percent  of  the  additional  slots 
to  start  a  new  or  expand  an  existing 
primary  care  or  general  surgery 
program.  For  example,  a  hospital  has  an 
FTE  cap  of  15,  but  after  July  1,  2011,  it 
is  training  20  primary  care  FTE 
residents  (and  no  other  residents). 
Assume  its  primary  care  average  is  also 
20  FTEs.  It  applies  for  and  receives  4 
slots,  raising  its  FTE  cap  to  19.  This 
hospital  must  continue  to  train  20 
primary  care  FTE  residents  on  or  after 
July  1,  2011,  in  order  to  meet  the 
primary  care  average  requirement. 
Furthermore,  it  must  use  75  percent  of 
4  of  the  slots  it  received  (that  is,  3)  to 
train  an  additional  3  residents  in 
primary  care  or  general  surgery 
programs,  for  a  total  of  at  least  23 
primary  care  residents  being  trained  (or 
20  primary  care  in  addition  to  3  new 
surgery  residents  being  trained). 

Comment:  One  commenter  said  that 
CMS’  proposed  application  of  the 
primary  care  average  test  and  the 
requirement  that  75  percent  of  the  slots 
received  must  be  in  primary  care  or 
general  surgery  appears  “cumulative,” 
which  can  lead  to  “absurd  results.”  The 
commenter  gave  the  following  example: 

The  hospital  has  a  current  resident  > 
cap  of  24  FTEs.  For  the  last  3  years,  the 
hospital  has  trained  an  average  of  36 
FTE  residents,  so  it  is  12  over  its  cap. 

In  addition,  for  the  last  3  years,  the 
hospital  has  had  an  average  of  36 
residents  in  primary  care,  that  is,  100 
percent  in  primary  care.  One  would 
think  that  100  percent  primary  care  is  a 
good  thing,  but  it  is  impossible  for  this 
hospital  to  change  its  mix  to  add  75 
percent  of  its  increased  slots  above  the 
3-year  average  in  primary  care. 

The  commenter  believed  this  result 
was  not  ref^uired  by  the  ACA. 
Specifically,  section  1886(h)(8)(B)(ii)  of 
the  Act  states,  “a  hospital  that  receives 
an  increase  in  the  otherwise  applicable 
resident  limit  under  this  subparagraph 
shall  ensure,  during  the  5-year  period 
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beginning  on  the  date  of  such  increase, 
that — 

(I)  The  number  of  full-time  equivalent 
primary  care  residents,  as  defined  in 
paragraph  (5)(H)  (as  determined  by  the 
Secretary),  excluding  any  additional 
positions  under  subclause  (///[emphasis 
added  by  the  commenter],  is  not  less 
than  the  average  number  of  full-time 
equivalent  primary  care  residents  (as  so 
determined)  during  the  3  most  recent 
cost  reporting  periods  ending  prior  to 
the  date  of  enactment  of  this  paragraph; 
and 

(II)  Not  less  than  75  percent  of  the 
positions  attributable  to  such  increase 
are  in  a  primary  care  or  general  surgery 
residency  (as  determined  by  the 
Secretary). 

The  commenter  believed  that 
“excluding  any -additional  positions” 
added  for  primary  care  means  that  the 
number  of  primary  care  positions 
maintained  in  the  prior  3-year  period 
should  be  determined  by  excluding 
primary  care  positions  over  the  cap  for 
which  the  hospital  is  seeking  an 
addition  to  its  cap.  Thus,  the  commenter 
believed  in  the  example  above,  the 
primary  care  average  requirement  would 
be  met  by  the  hospital  continuing  to 
train  100  percent  of  their  FTEs  as 
primary  care  residents,  and  the  75 
percent  test  would  be  applied  to 
residents  the  hospital  is  already  training 
in  excess  of  its  cap. 

Response:  We  believe  the  commenter 
has  misunderstood  our  proposal 
regarding  the  requirements  for  meeting 
the  75  percent  threshold  requirement. 
Contrary  to  the  commenter’s  assertion, 
the  hospital  in  the  commenter’s 
example  need  not  “change  its  mix  to  add 
75%  of  its  increased  slots  above  the  3 
year  average  in  primary  care.”  Rather, 
the  hospital  in  the  example  is  already 
training  only  primary  care  residents.  To 
meet  the  primary  care  average 
requirement,  it  would  not  need  to 
convert  current  positions  to  primary 
care.  As  explained  in  response  to  the 
previous  comment,  to  meet  the  test  at 
section  1886(h)(8)(B)(ii)(I),  this  hospital 
would  need  to  continue  to  train  at  least 
36  primary  care  FTE  residents,  and  in  so 
doing,  would  satisfy  the  primary  care 
average  requirement.  In  addition,  to 
_  meet  the  75  percent  threshold 
requirement,  the  hospital  will  need  to 
increase  the  number  of  residents  it  is 
training  and  add  at  least  9  FTEs  (that  is, 
75  percent  of  12  FTEs  it  receives  under 
section  5503)  for  primary  care  or  general 
surgery,  for  a  total  of  45  primary  care 
residents  (or  a  total  of  36  primary  care 
and  9  new  surgery  residents).  This  is 
because,  under  section 
1886(h)(8)(B)(ii)(I)  of  the  Act,  a  hospital 
cannot  apply  the  positions  it  is  using  to 


fulfill  the  75  percent  threshold  toward 
meeting  the  primary  care  average 
requirement.  This  is  also  consistent 
with  the  example  given  with  Hospital  B 
in  the  third  column  on  page  46412  of 
the  August  3,  2010  proposed  rule.  [“In 
another  example.  Hospital  B  has  a 
December  31  fiscal  year  end,  an  FTE  cap  ■ 
of  10  FTEs,  and  a  total  FTE  count  of  12. 

In  its  three  most  recent  cost  reports 
ending  prior  to  March  23,  2010  (fiscal 
year  end  December  31,  2009,  December 
31,  2008  and  December  31,  2007), 
Hospital  A  was  training  12  primary  care 
FTE  residents  in  each  of  the  3  years.  The 
average  number  of  primary  care  FTE 
residents  is  12.  Hospital  B  applied  for 
and  received  4  additional  FTE  cap  slots 
under  section  5503.  Beginning  July  1, 
2011  and  ending  June  30,  2016,  Hospital 
B  must  ensure  that  it  does  not  train  less 
than  12  primary  care  FTE  residents,  and 
it  must  ensure  that  it  trains  an 
additional  3  FTEs  of  the  4  slots  it 
receives  in  either  primary  care  or 
general  surgery.  (75  FR  46412)]  This 
means  that  Hospital  B  must  add  3 
additional  FTEs  above  the  12  it  is 
training,  and  those  3  FTEs  would  either 
be  in  primary  care  or  general  surgery. 

The  commenter  believed  that 
“excluding  any  additional  positions” 
added  for  primary  care  means  that  the 
number  of  primary  care  positions 
maintained  in  the  prior  3-year  period 
should  be  determined  by  excluding 
primary  care  positions  over  the  cap  for 
which  the  hospital  is  seeking  an 
addition  to  its  cap.  We  disagree  with  the 
commenter.  Knowing  that  the  overall 
goal  of  section  5503  is  to  increase  the 
number  of  primary  care  practitioners, 
we  believe  that  the  phrase  “excluding 
any  additional  positions  under 
subclause  (II)”  simply  means  that  a 
hospital  should  not  attempt  to  meet  its 
primary  care  average  requirement, 
which  is  based  on  historical  numbers  of 
primary  care  residents  trained,  by  filling 
in  the  quota  with  newly  added  primary 
care  positions  as  a  result  of  slots 
received  under  section  5503.  That  is, 
with  the  primary  care  average 
requirement.  Congress  sought  a  measure 
of  assurance  that,  at  least  with  respect 
to  hospitals  that  receive  slots  under 
section  5503,  a  relatively  consistent 
“baseline”  number  of  primary  care 
residents  would  continue  to  be  trained, 
while,  through  the  75  percent 
requirement  “under  subclause  (II),”  at 
least  75  percent  of  the  redistributed 
slots  would  also  be  used  for  additional 
primary  care  (or  general  surgery)  slots. 
To  the  extent  that  the  redistributed  slots 
must  be  used  to  create  new  or  expand 
existing  programs,  this  means  that  even 
more  primary  care  residents  above  the 


“baseline”  will  be  trained.  That  is  why 
we  proposed  in  the  proposed  rule  that, 
“At  a  minimum,  the  applicant  hospital 
is  required  to  maintain  the  average 
number  of  FTE  primary  care  residents 
that  it  trained  during  the  three  most 
recent  cost  reporting  periods  ending 
prior-to  March  23,  2010.  Further,  we  are 
proposing  that  in  addition  to  the 
primary  care  residents  used  to  maintain 
the  primary  care  average,  the  applicant 
hospital  must  separately  ensure  that  at 
least  75  percent  of  the  increased  FTE 
cap  slots  it  receives  are  used  to  count 
FTE  residents  in  primary  care  or  general 
surgery”  (emphasis  added,  75  FR 
46412). 

Comment:  Commenters  disagreed 
with  CMS’  proposal  that  hospitals  that 
receive  additional  slots  under  section 
5503  must  demonstrate  that  for  each 
cost  report  during  the  5  years  from  July 
1,  2011  through  June  30,  2016,  for  IME 
and  direct  GME  respectively,  at  least  75 
percent  of  the  FTE  residents  added  in 
each  year  must  be  used  for  residents 
training  in  primary  care  or  general 
surgery  programs.  The  commenters 
believed  this  requirement  is 
burdensome  to  both  hospitals  and 
contractors,  and  is  also  untenable 
because  hospitals  do  not  always  fill  all 
positions  they  offer.  The  commenters 
believe  that  CMS  has  the  authority  to 
make  determinations  about  whether 
hospitals  have  met  the  75  percent  and 
the  primary  care  average  requirements 
at  the  end  of  the  5-year  period:  “The 
Secretary  may  determine  whether  a 
hospital  has  met  the  requirements  under 
this  clause  during  such  5-year  period  in 
such  manner  and  at  such  time  as  the 
Secretary  determines  appropriate,, 
including  at  the  end  of  such  5-year 
period.”  The  commenter  also 
encouraged  CMS  to  allow  hospitals 
some  flexibility  in  meeting  the  75 
percent  requirement,  because  there  are  a 
number  of  reasons  why  a  hospital’s 
primary  care  and  general  surgery 
numbers  could  fluctuate  slightly  from 
year  to  year,  including  accreditation 
standards,  fill  match  rates,  and  leaves  of 
absence.  The  commenters  requested  that 
CMS  find  a  hospital  to  have  met  the  75 
percent  requirement  so  long  as  the 
average  number  of  residents  the  hospital 
added  over  the  course  of  the  5  years  is 
wdthin  the  greater  of  2  resident  FTEs  or 
95  percent  of  the  target  number  of 
primary  care  and  general  surgery 
residents.  For  example,  if  a  hospital  was 
awarded  20  new  slots  through  the 
redistribution  program  and  added  an 
additional  20  resident  FTEs,  75  percent 
of  20  would  be  15  resident  FTEs.  CMS 
should  find  the  hospital  to  have  met  the 
75  percent  requirement  so  long  as  on 
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average,  at  the  end  of  the  five  year 
period,  at  least  13  of  those  FTE  residents 
were  training  in  primary  care  or  general 
surgery. 

Another  comnienter  recommended 
that  hospitals  demonstrate  that  they  met 
the  75  percent  test  over  no  less  than  3 
years.  The  commenter  said  there  “is  no 
room  for  mistakes  under  CMS’ 
proposal.”  The  commenter  noted  that 
FTEs  are  measured  in  fractions,  and  “it 
is  conceivable  that  a  hospital  could  lose 
additions'  to  its  cap  by  reason  of  falling 
short  .01  of  the  75  percent  standard.” 

The  commenter  argued  that  there  are 
various  reasons  why  a  hospital  might 
fall  short  of  the  75  percent  threshold 
(such  as  residents  leaving  the  program 
due  to  personal  or  other  reasons  or 
uncertainties  in  rotation  schedules).  The 
commenter  argued  that  CMS  has  used 
“multi-year  measures”  in  other  contexts, 
such  as  the  3-year  rolling  average  for  the 
direct  GME  and  IME  FTE  count  and  in 
the  context  of  geographic 
reclassification  for  the  wage  index. 
Therefore,  particularly  considering  the 
“severe  adverse  consequences’^  that 
could  result  from  the  loss  of  additions 
to  a  hospital’s  cap,  CMS  should  apply 
an  averaging  method  to  measuring 
compliance  with  the  75  percent  test. 
However,  one  commenter  applauded  the 
75  percent  requirement  and  requested 
that  CMS  extend  this  requirement 
beyond  5  years,  if  the  statute  permits. 

Another  commenter  asked  that  CMS 
allow  for  concessions  to  be  made  in  the 
calculation  of  the  av'erage  number  of 
primary  care  residents  that  were  trained 
in  the  last  three  cost  reporting  periods 
ending  prior  to  March  23,  2010.  The 
commenter  stated  that  concessions  may 
be  necessary  to  account  for  changes  in 
school,  program(s),  and  rotation(s)  that 
have  occurred  either  during  those  3 
years  or  between  the  end  of  the  last 
fiscal  year  and  the  time  the  additional 
slots  are  awarded.  Some  of  these 
changes  may  include  a  closure  of  a 
program,  a  shifting  of  a  rotation  to 
another  affiliated  hospital,  and  a 
shifting  of  residents  between  training 
sites.  Another  commenter  requested  that 
we  clarify  and  provide  more  detail 
regarding  the  repercussions  to  hospitals 
that  are  awarded  resident  slots  through 
the  redistribution  program  but  fail  to  ‘ 
meet  the  75  percent  primary  care/ 
general  surgery  requirement  or  the 
primary  care  average  requirement  in  a 
given  hospital  fiscal  year. 

Response:  VVe  agree  with  the 
commenters  that  the  Secretarv  has  the 
authority  to  make  determinations  about 
whether  a  hospital  has  met  the  75 
percent  and  the  primar}^  care  average 
requirements  at  the  end  of  the  5-year 
period.  Section  1886(h)(8)(B){ii)(lI)  of 


the  Act  states,  “The  Secretary  may 
determine  whether  a  hospital  has  met 
the  requirements  under  this  clause 
during  such  5-year  period  in  such 
manner  and  at  such  time  as  the 
Secretary  determines  appropriate, 
including  at  the  end  of  such  5-year 
period.”  We  stated  in  the  proposed  rule 
(75  FR  46413)  that  we  believe  we  have 
the  flexibility  to  determine  which  cost 
reporting  periods  within  the  5-year 
period  of  July  1,  2011  to  June  30,  2016 
we  may  use  to  assess  whether  a  hospital 
is  consistently  meeting  the  required 
criteria.  We  also  proposed  to  reserve  the 
right  to  assess  as  many  times  as 
necessary  in  the  5-year  period  that  a 
hospital  is  meeting  the  criteria.  Further, 
we  also  proposed  that  Medicare 
contractors,  in  accordance  with  their 
normal  audit  plans,  would  make 
assessments  as  to  whether  hospitals  are 
meeting  the  criteria.  Because  every 
hospital  is  not  audited  every  year,  the 
Medicare  contractor  may  not  audit  to 
determine  if  a  hospital  is  meeting  the 
criteria  every  year  within  the  5-year 
period.  We  believe  this  proposal  is  fair 
and  in  accordance  with  normal  audit 
procedures  and,  therefore,  we  are  not 
adopting  the  comments  requesting  that 
the  contractors  determine  that  hospitals 
met  the  requirements  over  no  less  than 
3  years  or  only  once  at  the  end  of  the 
5-year  period.  While  we  certainly  note 
the  “applause”  from  one  commenter 
regarding  the  75  percent  threshold 
requirement,  the  statute  clearly  limits 
the  “probationary  period”  to  5  years  and, 
therefore,  we  cannot  extend  such 
monitoring  beyond  June  30,  2016. 

We  are  sympathetic  to  the 
commenters’  concerns  that  there  is  “no 
room  for  mistakes  under  CMS’ 
proposal,”  and  that  some  kind  of  range 
or  “multi-year”  average  should  be  used 
to  measure  compliance  with  the  75 
percent  test.  Another  commenter  asked 
that  CMS  allow  for  concessions  to  be 
made  in  the  calculation  of  the  average 
number  of  primary  care  residents  that 
were  trained  in  the  last  three  cost 
reporting  periods  ending  prior  to  March 
23,  2010.  We  have  considered  whether 
the  Secretary  has  the  authority  at  all  to 
allow  for  any  “wiggle  room”  in 
determining  whether  a  hospital  meets 
the  primary  care  average  and  the  75 
percent  threshold,  and  whether  that 
authority  would  apply  to  the  FTE 
counts  on  the  applicable  cost  report 
being  reviewed  during  the  5-year 
period,  or  whether,  as  the  one 
commenter  suggests,  concessions  could 
instead  be  made  in  the  determination  of 
the  primary  care  average  based  on  the 
cost  reports  that  most  recently  ended  on 
or  before  March  23,  2010.  We  do  not 


believe  we  have  flexibility  to  adjust  the 
number  for  the  primary  care  average  or 
the  75-percent  threshold.  The  statutory 
language  stating  “The  number  of  full¬ 
time  equivalent  primary  care  residents, 
as  defined  in  paragraph  (5)(H)  (as 
determined  by  the  Secretory),  excluding 
any  additional  positions  under 
subclause  (II),  is  not  less  than  the 
average  number  of  full-time  equivalent 
primary  care  residents  (as  so 
determined)  during  the  3  most  recent 
cost  reporting  periods  ending  prior  to 
the  date  of  enactment  of  this  paragraph” 
is  very  specific;  “close”  is  not  close 
enough.  Therefore,  we  are  not  adopting 
the  commenter’s  request  that  a  hospital 
has  met  the  75  percent  requirement  so 
long  as  the  average  number  of  residents 
the  hospital  added  over  the  course  of 
the  5  years  is  within  the  greater  of  2 
resident  FTEs  or  95  percent  of  the  target 
number  of  primary  care  and  general 
surgery  residents.  However,  we  believe 
we  have  the  discretion  to  consider  a 
hospital’s  performance  over  more  than  1 
year,  rather  than  only  always  reviewing 
each  year  during  the  5  years 
independently.  For  example,  if  Hospital 
A’s  GME  payments  are  reviewed  during 
Year  1  of  the  5-year  period,  and  Hospital  . 
A  is  found  to  not  meet  the  primary  care 
average  or  the  75  percent  threshold 
requirement,  then  Hospital  A  would 
lose  the  slots  it  received  under  section 
5503.  If  Hospital  A  has  met  the 
requirements  in  Year  1,  it  would  keep 
the  slots.  If  Hospital  A  is  reviewed  in 
Year  2,  and  the  contractor  determines 
that  in  Year  2’s  cost  report,  the  primary 
care  average  or  the  75  percent  threshold 
is  not  met,  then  rather  than  immediately 
removing  the  slots  that  the  hospital 
received,  the  contractor  could  review 
Year  I’s  and  Year  2’s  cost  reports,  and 
average  the  resident  counts  from  both 
years  to  determine  if  the  hospital  has 
met  the  criteria  over  a  2-year  period.  Jf, 
over  that  2-year  period,  the  hospital  met 
the  requirements,  then  the  hospital 
would  be  able  to  keep  the  slots  it 
received  under  section  5503.  If  not,  then 
the  contractor  would  remove  the  slots. 
Similarly,  if  Hospital  A’s  GME 
payments  are  reviewed  during  Year  3  of 
the  5-year  period,  and  the  contractor 
determines  that  in  Year  3’s  cost  report, 
the  primary  care  average  or  the  75 
percent  threshold  is  not  met,  then  rather 
than  immed.’ately  removing  the  slots 
that  the  hospital  received,  the  contractor 
could  review  Year  I’s  and  Year  2’s  cost 
reports,  and  average  the  resident  counts 
from  all  3  years  to  determine  if  the 
hospital  has  met  the  criteria  over  a  3- 
year  period.  If,  over  that  3-year  period, 
the  hospital  met  the  requirements,  then 
the  hospital  would  be  able  to  keep  the 
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slots  it  received  under  section  5503.  If 
not,  then  the  contractor  would  remove 
the  slots  from  the  earliest  year  (that  is, 
cost  reporting  period)  that  is  reopenable 
in  which  it  would  be  determined  that 
the  hospital  did  not  meet  the 
requirements.  The  same  method  could 
apply  for  reviews  occurring  during 
Years  4  and  5  of  the  5-year  period. 

Comment:  Another  commenter  noted 
that  CMS  proposed  that  Medicare 
contractors,  in  accordance  with  their 
normal  audit  plans,  would  make 
assessments  based  on  a  hospital’s  fiscal 
year  “when  possible”  (commenter 
emphasis  added),  and  as  early  as  the 
tentative  settlements,  such  that  the  . 
Medicare  contractors  could  make  a  first 
assessment  for  an  initial  short 
assessment  period,  then  annually  as 
each  of  the  hospital’s  fiscal  year  ends 
until  there  is  another  final  short 
assessment  period  that  starts  after  the 
provider’s  last  fiscal  year  end  within  the 
5-year  window  and  runs  through  June 
30,  2016.  The  commenter  stated  that  it 
is  unlikely  that  the  Medicare  contractor 
might  review  a  hospital’s  number  of 
primary  care  residents  as  early  as  the 
tentative  settlement  because  (1)  a  review 
of  interns  and  residents  is  not  part  of  the 
normal  review  process  for  a  tentative 
settlement,  and  (2)  this  information  is 
not  on  the  cost  report  in  the  level  of 
detail  needed  for  revi^.  The 
commenter  expected  the  most  likely 
scenario  to  be  that  a  Medicare  contractor 
would  review  the  information,  if 
available,  at  desk  review  (which  is 
supposed  to  be  within  1  year  of  cost 
report  submission,  for  timeliness),  or  at 
audit. 

Response:  In  the  August  3,  2010 
proposed  rule  (75  FR  46412),  we 
proposed  that  “the  FTE  counts  for  IMF 
and  direct  GME  used  to  derive  these 
primary  care  averages  are  subject  to 
audit  by  the  Medicare  contractors,  and 
that,  as  part  of  reviews  or  audits 
performed  by  the  Medicare  contractors 
in  accordance  with  their  normal  audit 
plans,  the  Medicare  contractors  would 
check  whether  a  hospital  is  maintaining 
its  primary  care  average  in  each  of  the 
cost  reports  in  the  5-year  period  as  early 
as  tentative  settlement  of  those  five 
respective  cost  reports,  and  may  take 
prompt  action  accordingly  to  adjust  a 
hospital’s  FTE  caps  and  direct  GME  and 
IME  interim  payments.”  Under  this 
proposal,  we  did  not  necessarily  require 
the  Medicare  contractors  to  review 
compliance  with  the  primary  care 
average  during  every  tentative 
settlement,  and  at  that  time,  to  also 
adjust  a  hospital’s  FTE  caps  and  interim 
payments.  However,  it  was  certainly  our 
intention  to  clearly  state  that  if 
noncompliance  was  discovered,  then 


the  contractors  would  not  need  to  wait 
until  final  settlement  to  adjust  a 
hospital’s  IME  and  direct  GME 
payments,  but  such  action  could  occur 
as  soon  as  possible.  It  is  .still  our 
intention  to  clearly  state  that  it  is  within 
CMS’  and  the  contractors’  rights  to 
adjust  a  hospital’s  IME  and  direct  GME 
payments  as  early  as  possible  within  a 
cost  report’s  submission  and  review 
cycle,  and  that  we  would  not  need  to 
wait  until  desk  review,  actual  audit,  or 
final  settlement  to  do  so.  However,  the 
commenter  has  prompted  us  to  consider 
what  documentation  is  actually 
available  to  the  contractors  at  tentative 
settlement.  When  a  Medicare  contractor 
would  review  a  hospital’s  data  to 
determine  whether  a  hospital  that 
received  slots  under  section  5503  is 
meeting  the  primary  care  average  for 
portions  of  cost  reporting  periods 
occurring  between  July  1,  2011  and  June 
30,  2016,  the  contractor  would  need  the 
documentation  that  the  hospital  used  to 
arrive  at  its  direct  GME  and  IME 
primary  care  FTE  counts,  including  a 
copy  of  Worksheet  E-3,  Part  IV  for 
direct  GME,  and  if  the  hospital  has  an 
OB/GYN  program,  the  rotation 
schedules  corresponding  to  the  three 
most  recent  cost  reporting  periods 
ending  prior  to  March  23,  2010  for  OB/ 
GYN,  and  the  rotation  schedules  for  all 
primary  care  residency  programs  used 
to  establish  the  IME  primary  care  FTE 
count  corresponding  to  the  three  most 
recent  cost  reporting  periods  ending 
prior  to  March  23,  2010.  Further,  the 
contractor  would  need  the  rotation 
schedules  for  the  cost  reporting  period 
under  review  (that  is,  the  portions  of 
cost  reports  occurring  between  July  1, 
2011  and  June  30,  2016).  We  agree  with 
the  commenter  that  rotation  schedules 
and  other  documentation  generally  used 
for  verifying  FTE  counts  are  not 
available  at  tentative  settlement,  as  such 
source  documentation  is  not  typically 
submitted  with  the  initial  cost  report. 
Source  documentation  is  typically 
requested  by  the  contractor  and 
submitted  by  the  hospital  wheri  a  cost 
report  is  desk  reviewed  or  audited, 
which  would  be  subsequent  to  tentative 
settlement.  Accordingly,  in  this  final 
rule,  we  are  emphasizing  that  when  a 
Medicare  contractor  reviews  one  or 
more  of  a  hospital’s  cost  reports  within 
the  5-year  period  as  explained  above, 
the  contractor  may  take  prompt  action 
as  soon  as  is  feasible  to  adjust  a 
hospital’s  FTE  caps  and  direct  GME  and 
IME  payments,  and  need  not  wait  until 
final  settlement  to  do  so. 

Comment:  One  commenter  observed 
that  the  proposed  rule  states  that 
Medicare  contractors  will  check  that 


hospitals  that  receive  slots  under 
section  5503  maintain  a  specified  level 
of  primary  care  residents  through  their 
normal  audit  plans.  The  commenter 
pointed  out  that  Medicare  contractors 
do  not  audit  each  teaching  hospital 
every  year  as  part-  of  their  normal  audit 
plans,  and  if  Medicare  contractors  are  to 
validate  the  level  of  primary  care 
residents  at  the  hospitals  that  received 
additions  to  their  FTE  caps,  this  would 
be  outside  of  the  normal  audit  plan. 

Response:  In  the  -August  3,  2010 
proposed  rule  (75  FR  46413),  we 
proposed  to  reserve  the  right  to  assess 
•as  many  times  as  necessary  in  the  5-year 
period  that  a  hospital  is  meeting  the 
required  criteria.  Furthermore,  if  a_ 
Medicare  contractor  determines  during 
an  audit  that  a  hospital  did  not  meet  the 
requirements  during,  for  example,  the 
second  year,  the  contractor  could  go 
back  and  audit  the  first  year  (full,  or 
short  period),  and  make  a  retroactive 
adjustment.  We  will  be  providing 
separate  instructions  to  the  Medicare 
contractors  regarding  the 
implementation  of  section  5503  and  the 
5-year  probationary  period. 

Comment:  One  commenter  asked  if 
the  hospital  has  one  or  more  cost 
reporting  periods  in  which  it  does  not 
maintain  the  primary  care  resident 
level,  and  then  achieves  the  primary 
care  resident  level  in  another  cost 
reporting  period,  will  the  FTE  slots  be 
reinstated.  For  example,  a  hospital  in 
the  first  year  of  its  5-year  period  meets 
the  requirement  for  training  primary 
care  residents.  In  the  second  year,  it 
does  not  meet  the  requirement,  so  the 
Medicare  contractor  removes  the 
additional  FTE  caps  from  both  year  one 
and  year  two.  However,  based  on  the 
third  year’s  average,  which  includes 
years  one,  two  and  three,  the  provider 
meets  the  primary  care  requirements. 
The  commenter  wondered  if,  in  this 
example,  the  FTE  cap  woidd  be 
reinstated  for  all  three  years. 

-  The  same  commenter  pointed  out  that 
the  information  required  to  determine 
the  level  of  primary  care  residents  is  not 
on  the  Medicare  cost  report,  as  noted  in 
the  proposed  rule.  Therefore,  the 
Medicare  cost  report  is  insufficient  as  a 
primary  source  of  documentation  for 
this  purpose.  The  commenter 
recommended  that  CMS  require 
hospitals  that  receive  additional  slots 
under  section  5503  to  “reconcile”  the 
FTE  counts  they  will  report  on  the 
Medicare  cost  report  worksheets  E,  Part 
A,  and  E-3,  Part  IV,  to  their  primary 
care  resident  FTE  counts.  The 
commenter  believed  the  reconciliations 
should  be  submitted  to  the  Medicare 
contractors,  with  documentation  to 
support  the  reconciliation  and  the 
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number  of  primary  care  residents  being 
trained  at  the  hospital  each  year. 

Response:  Once  the  Medicare 
contractor  and  CMS  determine  that  a 
hospital  has  failed  to  meet  the  primary 
care  average  requirement  or  the  75 
percent  threshold  between  July  1.  2011 
and  June  30,  2016,  it  would  lose  those 
slots  permanently  and  the  slots  would 
not  be  reinstated,  even  if  the  hospital 
meets  the  requirements  in  a  subsequent 
cost  reporting  period.  We  believe  that 
once  the  Secretary  determines  that  a 
hospital’s  FTE  caps  should  be  reduced, 
those  slots  are  subject  to  redistribution 
under  section  1886(hK8)(B)(iiiKII). 
Therefore,  we  are  not  holding  those 
slots  in  reserve  on  the  chance  that  the 
hospital  may  meet  the  requirements  in 
a  subsequent  cost  reporting  period. 
Further,  we  believe  the  commenter  has 
misunderstood  how  the  determinations 
regarding  whether  compliance  with  the 
primary  care  average  requirement  will 
be  achieved.  In  the  commenter’s 
example,  the  commenter  hypothesizes 
that  based  on  the  third  year’s  average, 
which  includes  years  one,  two  and  three 
(that  is,  in  cost  reporting  periods  during 
the  5-year  probationary  period),  the 
provider  meets  the  primary  care 
requirements.  However,  determination 
of  the  primary  care  average  is  prescribed 
clearly  in  the  law  at  section 
1886{h)(8)(B)(ii)(I)  as  being  based  on 
“*  *  *  the  average  number  of  full-time 
equivalent  primary  care  residents  (as  so 
determined)  during  the  3  most  recent 
cost  reporting  periods  ending  prior  to 
the  date  of  enactment  of  this  paragraph” 
(emphasis  added).  Thus,  in  fact  what 
will  happen  is  that  the  Medicare 
contractor  will  compare  the  primary 
care  FTE  count  from  a  given  cost 
reporting  period  between  July  1,  2011 
and  June  30,  2016,  to  the  primary  care 
average  number  of  FTE  residents  that 
was  determined  from  averaging  the 
primary  care  FTE  count  from  the  3  most 
recent  cost  reporting  periods  ending 
prior  to  March  23,  2010.  However,  as  we 
have  stated  in  response  to  the  previous 
comments  requesting  flexibility  in  the 
determinations  regarding  whether  a 
hospital  has  met  the  primary  care 
average  requirement,  if  Hospital  A’s 
GME  payments  are  reviewed  during 
Year  3  of  the  5-year  period,  and  the 
contractor  determines  that  in  Year  3’s 
cost  report,  the  primary  care  average  or 
the  75  percent  threshold  is  not  met,  then 
rather  than  immediately  removing  the 
slots  that  the  hospital  received,  the 
contractor  could  review  Year  I’s  and  • 
Year  2’s  cost  reports,  and  average  the 
resident  counts  from  all  3  years  to 
determine  if  the  hospital  has  met  the 
criteria  over  a  3-year  period.  If,  over  that 


3-year  period,  the  hospital  met  the 
requirements,  then  the  hospital  would 
be  able  to  keep  the  slots  it  received 
under  section  5503.  If  not,  then  the 
contractor  would  remove  the  slots. 

This  commenter  is  correct  that  the 
information  required  to  determine  the 
level  of  primary  care  residents  is  not  on 
the  Medicare  cost  report.  The 
commenter  recommended  that  CMS 
require  that  hospitals  that  receive 
additional  slots  under  section  5503 
“reconcile”  the  FTE  counts  they  will 
report  on  the  Medicare  cost  report 
worksheets  E,  Part  A,  and  E-3,  Part  IV, 
to  their  primary  care  resident  FTE 
counts,  and  that  the  reconciliations 
should  be  submitted  to  the  Medicare 
contractors,  with  documentation  to 
support  the  reconciliation  and  the 
number  of  primary  care  residents  being 
trained  at  the  hospital  each  year.  As  we 
stated  in  response  to  a  previous 
comment,  when  a  Medicare  contractor 
would  review  a  hospital’s  data  to 
determine  whether  a  hospital  that 
received  slots  under  section  5503  is 
meeting  the  primary  care  average  for 
portions  of  cost  reporting  periods 
occurring  between  July  1,  2011  and  June 
30,  2016,  the  contractor  would  need  the 
documentation  that  the  hospital  used  to 
arrive  at  its  direct  GME  and  IME 
primary  care  FTE  counts,  including  a 
copy  of  Worksheet  E-3,  Part  IV  for 
direct  GME,  and  if  the  hospital  has  an 
OB/GYN  program,  the  rotation 
schedules  corresponding  to  the  three 
most  recent  cost  reporting  periods 
ending  prior  to  March  23,  2010  for  OB/ 
GYN,  and  the  rotation  schedules  for  all 
primary  care  residency  programs  used 
to  establish  the  IME  primary  care  FTE 
coiuit  corresponding  to  the  three  most 
recent  cost  reporting  periods  ending 
prior  to  March  23,  2010.  Further,  the 
contractor  would  need  the  rotation 
schedules  for  the  cost  reporting  period 
under  review  (that  is,  the  portions  of 
cost  reports  occurring  between  July  1, 
2011  and  June  30,  2016).  We  believe 
that  contractors  and  hospitals  should 
follow  normal  cost  report  and 
documentation  submission 
requirements  in  this  regard.  As  with 
other  audit  and  reimbursement  issues, 
hospitals  are  required  to  have 
documentation  available  and  provide 
that  documentation  to  the  contractor 
upon  request.  The  same  would  apply 
with  the  aforementioned  required  GME 
documentation  so  that  the  contractors 
may  review  a  hospital’s  compliance 
with  section  1886(h)(8)(B)(ii)  of  the  Act. 

Lastly,  as  sitated  previously  in  section 
XXI.D.12.  of  this  final  rule,  we  are 
clarifying  in  this  final  rule  that  “*  *  * 
the  average  number  of  full-time 
equivalent  primary  care  residents  (as  so 


determined)  during  the  three  most 
recent  cost  reporting  periods  ending 
prior  to  the  date  of  enactment  of  this 
paragraph”  means  the  three  most  recent 
cost  reports  submitted  to  the  Medicare 
contractor  by  March  23,  2010. 

Comment:  One  commenter  stated  that 
some  teaching  hospitals  that  were 
awarded  positions  under  section  422  of 
the  MMA  on  the  basis  of  qualifying  to 
start  or  augment  a  residency  program  in 
one  specialty  actually  used  tbe  acquired 
slots  for  other  programs.  The  commenter 
asked  CMS  to  explain  in  the  final  rule 
how  the  Agency  will  ensure  that  the 
awards  actually  go  to  create  primary 
care  slots. 

Response:  As  we  explained  on  page 
46411  of  the  proposed  rule,  section  422 
of  Public  Law  108-173  did  not  hold 
hospitals,  that  received  slots  accountable 
for  meeting  any  requirements  once  those 
slots  were  received  effective  July  1. 

2005,  nor  did  .section  422  require  CMS 
to  conduct  subsequent  reviews  of  the 
hospitals  that  received  slots  in  order  to 
determine  if  the  hospitals  were  meeting 
certain  thresholds.  However,  section 
1886(h)(8)(B)(ii)  of  the  Act,  as  amended 
by  the  Affordable  Care  Act,  specifically 
requires  a  hospital  that  receives  slots 
under  this  provision  to  meet  certain 
thresholds  regarding  trainiag  of  primary 
care  and/or  general  surgery  residents  for 
a  period  of  5  year^  As  we  explained  in 
the  proposed  rule  and  in  this  final  rule, 
the  Medicare  contractors  will  perform 
reviews  or  audits  to  determine  whether 
hospitals  that  received  slots  under 
section  1886(h)(8)(B)(i)  of  the  Act  are 
meeting  those  thresholds  under  section 
1886(h)(8)(B)(ii)  of  the  Act,  and  if  not, 
those  slots  will  be  removed  and 
redistributed  in  accordance  with  section 
1886(h)(8)(B)(iii)  of  the  Act. 

Comment:  One  commenter  argued 
that  the  preclusion  on  administrative 
and  judicial  review  does  not  apply  to 
audits  that  the  Medicare  contractors  will 
complete,  either  every  5  years,  or  at  the 
end  of  the  5-year  period,  and  therefore, 
hospitals  should  bave  the  opportunity 
to  demonstrate  that  they  met  the 
requirements  for  how  slots  received 
under  section  5503  must  be  used. 
Another  commenter  noted  that  CMS 
stated  that  determinations  of  the  FTE 
cap  reductions  may  not  be  subject  to 
appeal.  However,  these  FTE  cap 
additions  and  reductions  are  reported 
on  the  Medicare  cost  report,  which  is  . 
subject  to  appeal. 

Response:  Section  5503(a)(3)  of  the 
Affordable  Care  Act  amended  section 
1886(h)(7)  of  the  Act  to  insert  “or 
paragraph  (8)”  into  paragraph  (E), 
which,  as  amended,  precludes 
administrative  or  judicial  review  “with 
respect  to  determinations  made  under 
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this  paragraph,  paragraph  (8)  *  * 

(This  sentence  was  subsequenitly 
amended  by  section  5506(e)  as  “this 
paragraph,  paragraph  (8),  or  paragraph 
{4)(H)(vi)).”  We  believe  that  this 
amendment  refers  to  the  entirety  of 
sections  1886(h)(7)  and  (h)(8)  of  the  Act, 
respectively,  which  would  include 
determinations  regarding  the  FTE  cap 
reductions,  increases,  whether  a 
hospital  meets  the  requirements  during 
the  5-year  “probationary”  period,  and 
finally,  the  redistribution  of  those 
positions  if  a  hospital  no  longer  meets 
those  requirements.  Further,  we  note 
that  section  1886(h)(8)(B)(ii)  of  the  Act 
states,  “The  Secretary  may  determine 
whether  a  hospital  has  met  the 
requirements  under  this  clause  during  . 
such  5-year  period  in  such  manner  and 
at  such  time  as  the  Secretary  determines 
appropriate  *  *  *”  (emphasis  added). 
Therefore,  we  disagree  with  the  first 
commenter  and  we  believe  that  the 
preclusion  of  administrative  and 
judicial  review  even  applies  to 
determinations  made  regarding  whether 
a  hospital  meets  the  requirements  in  the 
5-year  “probationary”  period:  that  is, 
whether  the  slots  awarded  to  a  hospital 
under  section  1886(h)(8)(B)(i)  of  the  Act 
are  to  be  removed  and  redistributed  due 
to  failure  to  meet  the  requirements  at 
section  1886(h)(8)(B)(ii)  of  the  Act. 
However,  because,  as  the  second 
commenter  points  out,  the  Medicare 
cost  reports  are  subject  to  appeal,  a 
hospital  could  appeal  its  FTE  count  on 
a  cost  report  occurring  between  July  1, 
2011  and  June  30,  2016.  To  the  extent 
that  this  FTE  count  is  at  the  center  of 
a  dispute  as  to  whether  the 
requirements  at  section  1886(h)(8)(B)(ii) 
of  the  Act  are  met,  we  do  not  believe 
that  this  should  affect  a  final 
determination  as  to  whether  the 
requirements  at  section  1886(h)(8)(B)(ii) 
are  actually  met.  As  we  clarified  in  this 
final  rule,  even  though  we  are  proposing 
that  the  Medicare  contractors  may  make 
adjustments  to  a  hospital’s  direct  GME 
and  IME  payments  as  early  as  is 
feasible,  it  may  be  several  years  after 
June  30,  2016  before  CMS  determines 
the  exact  number  of  reductions,  if  any, 
that  are  applied  to  the  FTE  caps  of 
hospitals  that  received  additional  slots, 
but  that  failed  to  meet  the  requirements 
under  section  1886(h)(8)(B)(ii)  of  the 
Act  *  *  *”  This  is  because  under 
normal  audit  work  plans,  it  often  takes 
several  years  from  an  initial  submission 
of  a  cost  report  to  final  settlement. 
However,  if  the  Notice  of  Program 
Reimbursement  (NPR)  is  issued  by  the 
contractor  to  the  hospital,  final  settling 
that  cost  report,  and  as  part  of  that  final 
settlement,  the  contractor  determined 


that  the  hospital’s  primary  care  FTE 
count  in  that  cost  report  was  less  tha,n 
the  primary  care  average,  or  that  less 
than  75  percent  of  the  hospital’s  FTE 
count  was  used  to  train  primary  care  or 
general  surgery  residents,  that 
determination  is  not  subject  to 
administrative  or  judicial  review — it  is  a 
final  determination.  This  determination 
that  the  requirements  at  section 
1886(h)(8)(B)(ii)  of  the  Act  are  not  met, 
in  turn,  would  trigger  the 
determinations  regarding  the  reduction 
and  the  redistribution  of  the  awarded 
positions.  These  latter  determinations 
are  also  not  subject  to  administrative  or ' 
judicial  review.  It  is  true  that  the  cost 
report  in  which  those  determinations 
were  made  is  appealable  under  normal 
procedures.  Even  if  the  outcome  of  the 
appeal,  which  could  occur  a  number  of 
years  after  the  initial  NPR,  would  be  in 
favor  of  the  hospital,  raising  its  primary 
care  FTE  count  in  that  year,  for 
example,  this  would  have  no  effect  on 
the  determination  already  made  years 
before  that  the  hospital  did  not  meet  the 
requirements  at  section  1886(h)(8)(B)(ii) 
of  the  Act.  The  outcome  of  the  appeal 
could  only  affect  IME  and  direct  GME 
payment  in  that  particular  cost  reporting 
year,  but  would  not  affect  payments  or 
FTE  caps  in  subsequent  cost  reports. 

After  consideration  of  the  public 
comments  we  received,  we  are 
clarifying  that  a  hospital  cemnot  use 
section  5503  slots  for  cap  relief  only;  the 
hospital  must  use  those  cap  slots  to 
train  more  primary  care  or  general 
surgery  residents,  or  reduce  its  number 
of  non-primary  care  residents,  in 
accordance  with  the  75-percent 
threshold  requirement.  We  also  do  not 
believe  we  have  flexibility  to  adjust  the 
number  for  the  primary  care  average  or 
the  75-percent  threshold.  Therefore,  we 
are  not  adopting  the  commenter’s 
request  that  a  hospital  has  met  the  75- 
percent  requirement  so  long  as  the 
average  number  of  residents  the  hospital 
added  over  the  course  of  the  5  years  is 
within  the  greater  of  2  resident  FTEs  or 
95  percept  of  the  target  number  of 
primary  care  and  general  surgery 
residents.  However,  we  believe  we  have 
the  discretion  to  consider  a  hospital’s 
performance  over  more  than  1  year  as  to 
whether  or  not  the  primmy  care  average 
and  75  percent  threshold  is  met, 
althou^  we  believe  we  also  maintain 
the  authority  to  review  each  year  during 
the  5  years  independently  as  well.  We 
are  modifying  our  proposal  accordingly. 

We  are  also  clearly  stating  in  this  final 
rule  that  it  is  within  CMS’  and  the 
contractors’  rights  to  adjust  a  hospital’s 
IME  and  direct  GME  payments  as  early 
as  is  feasible  within  a  cost  report’s 
submission  and  review  cycle,  and  that 


we  need  not  wait  until  final  settlement 
to  do  so.  Finally,  we  are  clarifying  that 
the  determination  of  the  primary  care 
average  is  prescribed  clearly  in  the  law 
at  section  1886(h)(8)(B)(ii)(I)  of  the  Act 
as  being  based  on  “*  *  *  the  average 
number  of  full-time  equivalent  primary 
care  residents  (as  so  determined)  during 
the  three  most  recent  cost  reporting 
periods  ending  prior  to  the  date  of 
enactment  of  this  paragraph”  means  the 
three  most  recent  cost  reporting  periods 
submitted  to  the  Medicare  contractor  by 
March  23,  2010. 

d.  No  Administrative  or  Judicial  Review 

Section  5503(aj(3)  of  the  Affordable 
Care  Act  amended  section  1886(h)(7)(E) 
of  the  Act  by  adding  “or  paragraph  (8)” 
such  that  section  1886(h)(7)(E)  of  the 
Act  now  specifies  that  “There  shall  be 
no  administrative  or  judicial  review 
under  section  1869,  1878,  or  otherwise, 
with  respect  to  determinations  made 
under  this  paragraph  or  paragraph  (8)” 
(and  then  further  amended  to  include 
paragraph  (4)(H)(vi)).  As  stated  in  the 
preceding  section  regarding  reference 
cost  reports  that  are  under  appeal,  we 
believe  the  fact  that  Congress  included 
this  language  clearly  means  that  the 
Congress  intended  for  our  determination 
with  regard  to  FTE  resident  cap 
reductions  and  redistributions  under 
sections  1886(h)(8)(A)  and  (h)(8)(B)  to 
be  final,  and  not  subject  to  appeal. 
Because  of  this  statutory  language, 
together  with  the  requirement  that  all 
reductions  and  increases  in  FTE 
resident  caps  be  made  effective  July  1, 
2011,  we  do  not  believe  it  Would  be 
appropriate  to  allow  hospitals  (or  CMS) 
to  appeal  determinations  concerning  the 
FTE  cap  reductions  or  the  FTE  cap 
increases)  under  section  1886(h)(8)  of 
the  Act.  In  addition,  as  indicated 
previously,  we  believe  that  Congress 
intended  this  provision  to  be 
implemented  fairly,  but  efficiently, 
avoiding  the  delays  and  uncertainty  that 
would  be  produced  by  an  appeals 
process.  Furthermore,  we  note  that,  as 
explained  previously  in  this  preamble, 
as  was  done  under  section  422  of  Public 
Law  108-173,  Medicare  contractors  will 
provide  hospitals  with  a  time-limited 
opportunity  to  review  cap  reduction 
determinations  for  possible  technical 
errors  before  they  are  finalized. 

We  did  not  receive  any  public 
comments  on  this  section,  and  we  are 
finalizing  our  proposal  accordingly. 

The  following  are  miscellaneous 
public  comments  we  received  on 
section  5503  and  our  responses  to  them. 

Comment:  Several  commenters 
expressed  general  support  for  the 
redistribution  of  resident  slots  through 
section  5503.  Many  commenters  agreed 
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that  redistribution  preference  given  to 
hospitals  in  a  State  whose  resident-to- 
population  ratio  is  within  the  lowest 
quartile  and  hospitals  in  the  top  10 
States/territories/districts  in  terms  of 
primary  care  HPSA  to  population  ratios 
is  appropriate.  One  commenter  wrote 
that  “we  believe  the  distribution  of  these 
unused  medical  education  slots  will 
help  us  maintain,  even  increase,  the 
number  of  family  practice  physicians 
we  can  train.”  Another  comments 
considered  these  residency  slot 
redistributions  to  be  positive 
developments  in  the  effort  to  improve 
the  physician  workforce  shortage  in 
rural  areas.  Although  many  commenters 
expressed  general  support  for  these 
policies,  several  commenters  also 
mentioned  that  additional  efforts  will  be 
necessary  to  meet  the  nationwide  need 
for  resident  slots. 


Response:  We  appreciate  the 
commenters’  support  for  our  proposals. 

Comment:  One  commenter  asked  that 
CMS  clarify  whether  there  is  any 
relationship  between  the  section  5503 
redistribution  program  and  the  rules  for 
counting  residents  for  the  IME  teaching 
adjustments  under  the  psychiatric  or 
rehabilitation  PPSs. 

Response:  Section  5503(a)  amended 
section  1886(h)  of  the  Act,  which  covers 
direct  GME  payments  to  hospitals  paid 
under  the  IPPS  or  other  hospital  PPSs, 
which  are  the  Inpatient  Rehabilitation 
Facility  (IRF)  PPS,  the  Inpatient 
Psychiatric  Facility  (IPF)  PPS,  and, the 
Long  Term  Care  Hospital  (LTCH)  PPS. 
However,  section  5503(b)  amended 
section  1886(d)(5)(B)(v)  of  the  Act  for 
IPPS  IME  purposes.  Therefore,  the  IME 
FTE  cap  reductions  and  increases  under 
section  5503  only  apply  to  “subsection 


(d)”  IPPS  hospitals.  Section  5503  has  no 
applicability  to  the  IME  teaching 
adjustments  under  the  IRF  PPS  or  the 
IPF  PPS. 

Comment:  One  commenter  generally 
urged  CMS  to  proceed  with  caution  in 
the  development  of  the  final  rule  and  to 
implement  regulations  that  minimize,  to 
the  extent  possible,  the  administrative 
burden  associated  with  those 
requirements. 

Response:  We  are  sensitive  to  the 
documentation  burdens  which  hospitals 
have,  and  despite  the  exemption  of 
section  5503  froni  the  Paperwork 
Reduction  requirements,  we  have 
attempted  to  require  documentation  that 
is  crucial  for  us  to  implement  this 
provision  in  as  fair  and  effective  manner 
as  possible. 

ADDENDUM 


Trainees  in  Osteopathic  Programs  as  Reported  by  State— 2009-2010 


•  i 

1 

Internship  Programs  1 

Residency  Programs 

Total 

Programs  { 

Positions  , 

T  rainees  j 

Programs  1 

Positions 

Trainees 

Programs 

Positions  ! 

T  rainees 

Alabama  ... 

0 

0  i 

0  j 

1 

18  j 

0 

1 

18 

0 

Alaska  . 

0 

0  ! 

1  1 

9  ! 

9 

1 

9 

9 

Arizona  . 

0 

0 ; 

0  i 

8  i 

81  i 

39 

8 

81 

39 

Arkansas  .. 

0 

0 

0 

2  ! 

15  i 

2 

2 

15 

2 

California  .. 

6 

31 

25 

309  1 

191 

31 

384 

222 

Colorado  ... 

1 

4 

3 

1  1 

9| 

0 

2 

13 

3 

Con¬ 

necticut 

1 

12 

1 

] 

1  ‘ 

i 

i 

3 

2 

23 

4 

Delaware  .. 

1 

15 

10 

1 

24  ! 

8 

2 

39 

18 

Florida  . 

10 

124 

45 

47 

536 

327 

57 

660 

372 

Georgia  .... 

1 

4 

3 

3 

29 

18 

4 

33 

21 

Illinois  . 

6 

41 

29 

39 

427 

293 

45 

468 

322 

Indiana  . 

1 

3 

1 

4 

30 

21 

5 

33 

22 

Iowa . 

0 

0 

0 

4 

40 

28 

4 

40 

28 

Kansas  . 

0 

0 

0 

1 

12 

11 

1 

12 

11 

Kentucky  .. 

2 

9 

3 

6 

42 

18 

8 

51 

21 

Maine  . 

0 

0 

0 

7 

76 

42 

7 

76 

42 

Massachu¬ 
setts  . 

2 

10 

5 

2 

12 

10 

4 

22 

15 

Michigan  ... 

20 

213 

92 

185 

1878 

1289 

205 

2091 

1381 

Minnesota 

0 

0 

0 

2 

14 

10 

2 

14 

10 

Mississippi 

0 

0 

0 

2 

24 

6 

2 

24 

6 

Missouri  .... 

3 

15 

5 

21 

163 

116 

24 

178 

121 

Nevada  . 

1 

15 

13 

6 

85 

57 

7 

.  100 

70 

New  Jer¬ 
sey  . 

6 

57 

21 

54 

595 

350 

60 

652 

371 

New  York 

19 

212 

89 

64 

845 

507 

83 

1057 

596 

North 

Carolina 

2 

•  17 

0 

3 

33 

11 

5 

50 

11 

Ohio . 

11 

105 

42 

100 

872 

589 

111 

977 

631 

Oklahoma 

2 

16 

'7 

28 

291 

130 

30 

307 

137 

Oregon  . 

1 

6 

0 

8 

61 

11 

9 

67 

11 

Pennsyl¬ 
vania  . 

32 

263 

124 

■ 

99 

1190 

770 

131 

1453 

894 

Rhode  Is¬ 
land  . 

0 

0 

0 

1 

4 

•  50 

23 

4 

50 

23 

South 

Carolina 

0 

1  ^ 

0 

1 

14 

15 

1 

14 

15 

Tennessee 

0 

0 

0 

3 

33 

13 

3 

33 

13 

Texas  . 

4 

32 

13 

23 

194 

107 

27 

226 

120 

Virginia  . 

3 

1  33 

5 

14 

207 

.  72 

17 

240 

77 

Wash¬ 
ington  .... 

0 

i 

0 

1 

6 

5 

1 

6 

5 

West  Vir¬ 
ginia  . 

7 

i  37 

i  16 

i 

1  18 

208 

1  111 

25 

245 

127 
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Trainees  in  Osteopathic  Programs  as  Reported  by  State— 2009-2010— Continued 


State 

Internship  Programs 

Residency  Programs 

Total 

Programs 

Positions 

T  rainees 

Programs 

Positions 

T  rainees 

Programs  1 

Positions 

T  rainees 

Wisconsin 

0 

0 

0 

2 

46 

31 

2 

46 

31 

Wyoming  .. 

0 

0 

0 

1 

12 

4 

1 

12 

4 

Total  .. 

142 

1,318 

558 

792 

8,501 

5,247 

934 

9,819 

5,805 

Source:  The  American  Osteopathic  Association. 
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CMS  Evaluation  Form 

As  Part  of  the  Application  for  the  Increase  in  a  Hospital’s  FTE  Cap(s) 
under  Section  5503  of  the  Affordable  Care  Act 

Directions;  Please  fill  out  the  information  below  for  each  residency  program  for 
which  the  applicant  hospital  intends  to  use  the  increase  in  its  FTE  cap(s).  The 
applicant  hospital  is  responsible  for  complying  with  the  other  requirements  listed  in 
the  CY  2011  Hospital  Outpatient  Prospective  Payment  System  Final  Rule  in  order 
to  complete  its  application  for  the  increase  in  its  FTE  cap(s)  under  section  5503  of 
the  Affordable  Care  Act,  Pub.  L.  111-148. 

NAME  OF  HOSPITAL: _ 

MEDICARE  PROVIDER  NUMBER: _ _ _ 

NAME  OF  MEDICARE  CONTRACTOR: _ 

NAME  OF  SPECIALTY  TRAINING  PROGRAM: _ : _ 

(Check  one):  □  Allopathic  Program  □  Osteopathic  Program 

NUMBER  OF  FTE  SLOTS  REQUESTED  FOR  PROGRAM: 

Direct  GME: _  IME: _ _ 


Section  A:  Demonstrated  Likelihood  of  Filling  the  FTE  Slots 
(Place  an  "X"  in  the  box  for  the  applicable  criterion  and  subcriterion.) 

□  A1 :  Demonstrated  Likelihood  Criterion  1 .  The  hospital  is  training  residents  in  excess 
of  its  FTE  resident  cap(s),  or  does  not  have  sufficient  room  under  its  current  FTE  cap(s), 
and  the  hospital  intends  to  use  the  additional  FTEs  for  a  new  residency  program  that  it 
intends  to  start  on  or  after  July  1,  201 1  (that  is,  a  newly  approved  program  that  begins 
training  residents  at  any  point  within  the  hospital's  first  three  cost  reporting  periods 
beginning  on  or  after  July  1, 201 1).  Under  this  criterion,  the  hospital  must  select  one  of 
the  following: 

(1)  Hospital  will  establish  a  newly  approved  residency  program.  (Under  this 


selection,  the  hospital  must  check  at  least  one  of  the  following,  if  applicable): 
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□  Application  for  approval  of  the  new  residency  program  has  been  submitted  to 
the  ACGME,  AOA,  or  the  ARMS  by  January  21, 201 1.  (The  hospital  must  attach  a 
copy.) 

□  The  hospital  has  submitted  an  institutional  review  document  or  program 
information  form  concerning  the  new  program  in  an  application  for  approval  of  the  new 
program  by  January  2 1 , 201 1 .  (The  hospital  must  attach  a  copy.) 

□  The  hospital  has  received  written  correspondence  from  the  ACGME,  AOA,  or 
ARMS  acknowledging  receipt  of  the  application  for  the  new  program,  or  other  types  of 
communication  from  the  accrediting  bodies  concerning  the  new  program  approval 
process  (such  as  notification  of  site  visit).  (The  hospital  must  attach  a  copy.) 

□  The  hospital  may  submit  documentation  demonstrating  that  it  has  made  a 
commitment  to  start  a  new  program. 

(2)  Hospital  will  likely  fill  the  slots  requested.  (The  hospital  must  select  at  least 
one  of  the  following,  if  applicable.) 

□  The  hospital  does  not  have  sufficient  room  under  its  FTE  cap,  or  is  exceeding 
its  FTE  cap,  and  the  hospital’s  existing  residency  programs  had  a  combined  resident  fill 
rate  of  at  least  85  percent  in  each  of  program  years  2007  through  2009.  (The  hospital 
must  attach  documentation.) 

□  The  hospital  does  not  have  sufficient  room  under  its  FTE  cap,  or  is  exceeding 
its  FTE  cap,  and  the  specialty  program  for  which  the  hospital  is  applying  has  a  resident 
fill  rate  either  nationally,  within  the  State,  or  within  the  CRSA  in  which  the  hospital  is 
located,  of  at  least  85  percent.  (The  hospital  must  attach  documentation.) 
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□  The  hospital  is  training  residents  in  excess  of  its  direct  GME  FTE  cap,  or  IME 
FTE  cap,  or  both.  The  hospital  must  submit  a  copy  of  the  Medicare  cost  report  that  has 
been  most  recently  submitted  to  the  Medicare  contractor  by  March  23,  2010, 
documenting  on  Worksheet  E,  Part  A,  Worksheet  E-3,  Part  IV,  and  Worksheet  E-3,  Part 
VI,  the  resident  counts  and  FTE  resident  caps  for  both  direct  GME  and  IME. 

□  A2:  Demonstrated  Likelihood  Criterion  2.  The  hospital  is  training  residents  in  excess 
of  its  FTE  cap(s),  or  does  not  have  sufficient  room  under  its  FTE  cap(s),  and  the  hospital 
intends  to  use  the  additional  FTEs  to  expand  an  existing  residency  training  program 
within  the  hospital's  first  three  cost  reporting  periods  beginning  on  or  after  July  1,  201 1. 

(1)  Hospital  intends  to  expand  an  existing  program.  Under  this  selection,  the 
hospital  must  check  at  least  one  of  the  following,  if  applicable: 

□  The  appropriate  accrediting  body  (the  ACGME,  AO  A,  or  ABMS)  has 
approved  the  hospital’s  expansion  of  the  number  of  FTE  residents  in  the  program.  (The 
hospital  must  attach  documentation.) 

□  The  American  Osteopathic  Association  Residency  Match  Program  has. 
accepted  or  will  be  accepting  the  hospital’s  participation  in  the  match  for  the  existing 
program  that  will  include  additional  resident  slots  in  that  residency  training  program. 
(The  hospital  must  attach  documentation.) 

□  The  hospital  has  submitted  an  institutional  review  document  cr  program 
information  form  for  the  expansion  of  the  existing  residency  training  program  by 
January  21,  201 1.  (The  hospital  must  attach  documentation.) 
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(2)  Hospital  will  likely  fill  the  slots  of  the  expanded  existing  residency  program. 

Under  this  selection,  the  hospital  must  check  at  least  one  of  the  following,  if  applicable: 

□  The  hospital  does  not  have  sufficient  room  under  its  FTE  cap,  or  is  exceeding 
its  FTE  cap,  and  the  hospital  has  other  previously  established  residency  programs,  with  a 
resident  fill  rate  of  at  least  85  percent  in  each  of  program  years  2007  through  2009.)  (The 
hospital  must  attach  documentation.) 

□  The  hospital  does  not  have  sufficient  room  under  its  FTE  cap,  or  is  exceeding 
its  FTE  cap,  and  the  hospital  is  expanding  an  existing  program  in  a  particular  specialty 
with  a  resident  fill  rate  either  nationally,  within  the  State,  or  within  the  CBSA  in  which 
the  hospital  is  located,  of  at  least  85  percent.  (The  hospital  must  attach  documentation.) 

□  The  hospital  is  training  residents  in  excess  of  its  direct  GME  FTE  cap,  or  IME 
FTE  cap,  or  both.  The  hospital  must  submit  a  copy  of  the  Medicare  cost  report  that  has 
been  most  recently  submitted  to  the  Medicare  contractor  by  March  23,  2010, 
documenting  on  Worksheet  E,  Part  A,  Worksheet  E-3,  Part  IV,  and  Worksheet  E-3, 

Part  VI,  the  resident  counts  and  FTE  resident  caps  for  both  direct  GME  and  IME. 

Section  B.  Level  Priority  Cate^rv 

(Place  an  ’*X”  in  the  appropriate  box  that  is  applicable  to  the  level  priority  category 
that  describes  the  applicant  hospital.) 

■  First  Level  Priority  Category:  The  hospital  is  in  a  State  whose  resident-to- 

population  ratio  is  within  the  lowest  quartile,  AND  it  is  an  urban  hospital  that  has 

or  will  have  as  of  July  1 ,  20 1 1 ,  a  rural  training  track. 
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■  Second  Level  Priority  Category:  The  hospital  is  in  a  State  whose  resident-to- 
population  ratio  is  within  the  lowest  quartile. 

■  Third  Level  Priority  Category:  The  hospital  is  in  a  State  whose  Primary  Care 
HPSA  to  population  ratio  is  in  the  top  10  States,  AND  the  hospital  is  an  urban 
hospital  that  has  or  will  have  as  of  July  1, 201 1,  a  rural  training  track. 

■  Fourth  Level  Priority  Category:  The  hospital  is  in  a  State  whose  Primary  Care 
HPSA  to  population  ratio  is  in  the  top  10  States,  OR  the  hospital  is  located  in  a 
rural  area. 


Section  C.  Evaluation  Criteria 

(Place  an  "X”  in  the  box  for  each  criterion  that  is  appropriate  for  the  applicant 
hospital  and  for  the  program  for  which  the  increase  in  the  FTE  cap  is  requested.) 

•  Evaluation  Criterion  One.  The  hospital  that  is  requesting  the  increase  in  its  FTE 
resident  cap(s)  has  a  Medicare  inpatient  utilization  over  60  percent,  as  reflected  in  at 
least  two  of  the  hospital ’s  last  three  most  recent  audited  cost  reporting  periods  for  which 
there  is  a  settled  cost  report.  5  POINTS. 

•  Evaluation  Criterion  Two.  The  hospital  will  use  additional  slots  to  establish  a 
new  geriatrics  residency  program,  or  to  add  residents  to  an  existing  geriatrics  program. 

5  POINTS. 

•  Evaluation  Criterion  1  hree.  The  hospital  will  use  additional  slots  to  establish  a 
new  or  expand  an  existing  primary  care  program  with  a  demonstrated  focus  on  training 
residents  to  pursue  careers  in  primary  care,  rather  than  in  non-primary  subspecialties  of 
those  primary  care  programs  (for  example,  the  hospital  has  an  internal  medicine 
program  with  a  designated  primary  care  track).  3  POINTS. 

•  Evaluation  Criterion  Four.  The  hospital  will  use  all  the  additional  slots  to 
establish  a  new  or  expand  an  existing  primary  care  residency  program  or  general 
surgery  program.  -  5  POINTS. 

•  Evaluation  Criterion  Five.  The  hospital  is  located  in  a  Primary  Care  HPSA.  2 
POINTS. 
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•  Evaluation  Criterion  Six.  The  hospital  is  in  a  rural  area  (as  defined  under  section 
1886(d)  (2)  (D)(ii)  of  the  Act)  and  is  or  will  be  on  or  after  July  1,  2011,  a  training  site  for 
a  rural  track  residency  program  (as  specified  under  §413. 79(k)),  but  is  unable  to  count 
all  of  the  FTE  residents  training  in  the  rural  track  because  the  rural  hospital ’s  FTE  cap 
is  lower  than  its  unweighted  count  of  allopathic  or  osteopathic  FTE  residents  as  of 
portions  of  cost  reporting  periods  on  or  after  July  1,  201 1.  I  POINT. 

•  Evaluation  Criterion  Seven.  The  hospital  is  requesting  slots  to  expand  an  existing 
program(s)  for  which  the  hospital  can  demonstrate  that  more  than  50  percent  of  residents 
completing  the  program(s)  go  on  to  practice  in.a  rural  area  or  a  Primary  Care  HPSA  or 
a  Medically  Underserved  Area  (MU A)  1  POINT. 

•  Evaluation  Criterion  Eight.  The  hospital  is  requesting  slots  to  expand  an  existing 

emergency  medicine  program  in  which  the  residents  train  in  Primary  Care  HPSAs.  1 
POINT.  ^  '  ' 


BILLING  CODE  412(M)1-C  - 

Application  Process  and  CMS  Central 
Office  and  Regional  Office  Mailing 
Addresses  for  Receiving  Increases  in 
FTE  Resident  Caps 

In  order  for  hospitals  to  be  considered 
for  increases  in  their  FTE  resident  caps, 
each  qualifying  hospital  must  submit  a 
timely  application.  The  following 
information  must  be  submitted  on 
applications  to  receive  an  increase  in 
FTE  resident  caps: 

•  The  name  and  Medicare  provider 
number  of  the  hospital. 

•  The  name  of  the  Medicare 
contractor  to  which  the  hospital  submits 
its  Medicare  cost  repdtt. 

•  The  total  number  of  requested  FTE 
resident  slots  for  direct  GME  or  IME,  or 
both,  up  to  75  direct  GME  FTE  and  75 
IME  FTE  per  hospital. 

•  A  completed  copy  of  the  CMS 
Evaluation  Form  for  each  residency 
program  for  which  the  hospital  intends 
to  use  the  requested  increase  in  FTE 
residents. 

•  Source  documentation  to  support 
the  assertions  made  by  the  hospital  on 
the  CMS  Evaluation  Form. 

•  FTE  resident  counts  for  direct  GME 
and  IME  and  FTE  resident  caps  for 
direct  GME  and  IME  reported  by  the 
hospital  in  the  most  recent  cost  report 
submitted  to  the  Medicare  contractor  by 
March  23,  2010.  (Include  copies  of 
Worksheets  E,  Part  A,  E-3,  Part  IV,  and 
if  a  hospital  received  an  increase  to  its 
FTE  cap(s)  under  section  422  of  the 
MMA,  a  copy  of  E-3,  Part  VI). 

•  As  part  of  its  application,  for 
purposes  of  computing  the  primary  care 
average  under  section  1886(h)(8)(B)(ii)(I) 
of  the  Affordable  Caje  Act,  the  hospital 
must  include  the  documentation  that  it 
used  to  arrive  at  its  direct  GME  and  IME 
primary  care  FTE  counts,  including  a 


copy  of  Worksheet  E-3,  Part  IV  for 
direct  GME,  and  if  the  hospital  has  an 
OB/GYN  program,  the  rotation 
schedules  corresponding  to  the  three 
most  recent  cost  reporting  periods 
ending  prior  to  March  23,  2010  (and 
submitted  to  the  Medicare  contractor  by 
March  23,  2010)  for  OB/GYN,  and  the 
rotation  schedules  for  all  primary  care 
residency  programs  used  to  establish  the 
IME  primary  care  FTE  count 
corresponding  to  the  three  most  recent 
cost  reporting  periods  ending  prior  to 
March  23,  2010. 

.  •  An  attestation,  signed  and  dated  by 
an  officer  or  administrator  of  the 
hospital  who  signs  the  hospital’s 
Medicare  cost  report,  of  the  following 
information: 

“I  hereby  certify  that  I  understand  that 
misrepresentation  or  falsification  of  any 
information  contained  in  this 
application  may  be  punishable  by 
criminal,  civil,  and  administrative 
action,  fine  and/or  imprisonment  under 
federal  law.  Furthermore,  I  understand 
that  if  services  identified  in  this 
application  were  provided  or  procured 
through  payment  directly  or  indirectly 
of  a  kickback  or  were  otherwise  illegal, 
criminal,  civil,  and  administrative 
action,  fines  and/or  imprisonment  may 
result.  I  also  certify  that,  to  the  best  of 
my  knowledge  and  belief,  it  is  a  true, 
correct,  and  complete  application 
prepared  from  the  books  and  records  of 
the  hospital  in  accordance  with 
applicable  instructions,  except  as  noted. 
I  further  certify  that  I  am  familiar  with 
the  laws  and  regulations  regarding 
Medicare  payment  to  hospitals  for  the 
training  of  interns  and  residents.” 

The  completed  application  and 
supporting  documentation  (as  described 
above)  must  be  submitted  to  the  CMS 
Central  Office  and  the  CMS  Regional 


Office  for  the  region  in  v'hich  the 
applicant  hospital  is  located.  The 
application  must  be  received  on  or 
before  January  21,  2011.  The  addresses 
of  the  CMS  Central  Office  and  Regional 
Offices  are  listed  below. 

CMS  Central  and  CMS  Regional  Office 
Mailing  Addresses  for  Applications  for 
Increases  in  FTE  Resident  Caps 

Central  Office 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Director,  Division  of 
Acute  Care,  7500  Security  Boulevard, 
Mail  Stop  C4-08-06,  Baltimore, 
Maryland  21244,  (410)  786-4548. 

Region  I  (Connecticut,  Maine, 
Massachusetts,  New  Hampshire,  Rhode 
Island,  and  Vermont) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  I,  JFK  Federal 
Building,  Room  23275,  Boston,  MA 
02203,  Phone:  (617)  565-1331. 

Region  II  (New  York,  New  Jersey,  U.S. 
Virgin  Islands,  and  Puerto  Rico) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  II,  26  Federal  Plaza, 
38th  Floor,  New  York,  NY  10278, 
Phone:  (212)  616-2545. 

Region  III  (Delaware,  Maryland, 
Pennsylvania,  Virginia  and  West 
Virginia,  and  the  District  of  Columbia) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  III,  Public  Ledger 
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Building,  Suite  216,  150  South 
Independence  Mall  West,  Philadelphia, 
PA  19106,  Phone:  (215)  861-4140.' 

Region  IV  (Alabama,  North  Carolina, 
South  Carolina,  Florida,  Georgia, 
Kentucky,  Mississippi,  and  Tennessee) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  IV,  Atlanta  Federal 
Center,  61  Forsyth  Street,  SW.,  Suite 
4T20,  Atlanta,  GA  30303-8909,  Phone: 
(404) 562-7300. 

Region  V  (Illinois,  Indiana,  Michigan, 
Minnesota,  Ohio,  and  Wisconsin) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  V,  233  North 
Michigan  Avenue,  Suite  600,  Chicago, 

IL  60601,  Phone:  (312)  886-6432. 

Region  VI  (Arkansas,  Louisiana,  New 
Mexico,  Oklahoma,  and  Texas) 

Centers  for  Medicare  and  Medicaid 
Serv'ices  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  VI,  1301  Young 
Street,  Suite  714,  Dallas,  TX  75202, 
Phone:  (214)  767-6423. 

Region  VII  (Iowa,  Kansas,  Missouri,  and 
Nebraska) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  VII,  Richard  Bolling 
Federal  Building,  Room  235,  601  East 
12th  Street,  Kansas  City,  MO  64106, 
(816) 564-1843. 

Region  VIII  (Colorado,  Montana,  North 
Dakota,  South  Dakota,  Utah  and 
Wyoming) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Divisipn  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  VIII,  Colorado  State 
Bank  Building,  1600  Broadway,  Suite 
700,  Denver,  CO  80202,  Phone:  (303) 
844-2111. 

Region  IX  (Arizona,  California,  Hawaii, 
and  Nevada  and  Territories  of  American 
Samoa,  Guam  and  the  Commonwealth 
of  the  Northern  Mariana  Islands) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  IX,  90  7th  Street, 


Suite  5-300  (SW),  San  Francisco,  CA 
94103^6708,  Phone:  (415)  744-3501. 

Region  X  (Alaska,  Idaho,  Oregon,  and 
Washington) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Medicare 
Financial  Management,  Region  X,  2201 
Sixth  Avenue,  MS/RX-46,  Seattle,  WA 
98121,  Phone  (206) 615-2094. 

E.  Preservation  of  Resident  Cap 
Positions  From  Closed  Hospitals 
(Section  5506  of  the  Affordable  Care 
Act) 

1.  Background 

As  we  explain  in  section  XXI.A.  of 
this  preamble.  Medicare  makes  both 
direct  GME  and  IME  payments  to 
hospitals  that  train  residents  in 
approved  medical  residency  training 
programs.  Direct  GME  payments  are 
made  in  accordance  with  section 
1886(h)  of  the  Act,  based  generally  on 
hospital-specific  PRAs,  the  number  of 
FTE  residents  a  hospital  trains,  and  the 
hospital’s  Medicare  patient  share.  IME 
payments  are  made  in  accordance  with 
section  1886(d)(5)(B)  of  the  Act,  based 
generally  on  the  ratio  of  the  hospital’s 
FTE  residents  to  the  number  of  hospital 
beds.  Accordingly,  the  calculation  of 
both  direct  GME  and  IME  payments  is 
affected  by  the  number  of  FTE  residents 
that  a  hospital  is'  allowed  to  count; 
generally,  the  greater  the  number  of  FTE 
residents  a  hospital  counts,  the  greater 
the  amount  of  Medicare  direct  GME  and 
IME  payments  the  hospital  will  receive. 
In  an  attempt  to  end  the  implicit 
incentive  for  hospitals  to  increase  the 
number  of  FTE  residents.  Congress 
instituted  a  cap  on  the  number  of 
allopathic  and  osteopathic  residents  a 
hospital  is  allowed  to  count  for  direct 
GME  and  IME  purposes  under  the 
provisions  of  section  1886(h)(4)(F)  of 
the  Act  for  direct  GME  and  section 
1886(d)(5)(B)(v)  of  the  Act  for  IME. 
Dental  and  podiatric  residents  were  not 
included  in  this  statutorily  mandated 
cap.  For  most  hospitals,  the  limit,  or 
cap,  is  the  unweighted  number  of 
allopathic  and  osteopathic  FTE 
residents  training  in  the  hospital’s  most 
recent  cost  reporting  period  ending  on 
or  before  December  31,  1996.  Thus,  each 
teaching  hospital’s  FTE  resident  cap  is 
unique  to  the  number  of  FTE  residents 
that  it  trained  in  the  hospital’s  most 
recent  cost  reporting  period  ending  on 
or  before  December  31, 1996. 

Under  existing  regulations  at 
§  413.79(h)  for  direct  GME  and 
§412.105(f)(l)(ix)  for  IME,  a  hospital 
that  is  training  FTE  residents  at  or  in 
excess  of  its  FTE  resident  caps  and  takes 


in  residents  displaced  by  the  closure  of 
another  teaching  hospital  may  receive  a 
temporary  increase  to  its  FTE  residents 
caps  so  that  it  may  receive  direct  GME 
and  IME  payment  associated  with  those 
displaced  FTE  residents.  However, 
those  temporary  FTE  resident  cap 
increases  are  associated  with  those 
specific  displaced  FTE  residents,  and 
the  increases  expire  as  those  displaced 
residents  complete  their  training 
program.  Thus,  if  a  teaching  hospital 
closes,  its  direct  GME  and  IME  FTE 
resident  cap  slots  would  be  “lost,” 
because  those  cap  slots  are  associated 
with  a  specific  hospital’s  Medicare 
provider  agreement,  which  would  be 
retired  upon  the  hospital’s  closure.  The 
closure  of  a  teaching  hospital, 
particularly  if  it  is  a  large  academic 
medical  center,  could  mean  not  only  the 
displacement  of  hundreds  of  residents, 
but  also  the  permanent  loss  of  hundreds 
of  Medicare-funded  residency  training 
slots  and  a  sophisticated  GME 
infrastructure  that  could  take  many 
years  to  rebuild,  threatening  the 
availability  of  health  care  services  in  a 
community.  Section  5506  of  the 
Affordable  Care  Act  addresses  this 
situation  by  amending  section 
1886(h)(4)(H)  of  the  Act  to  add  a  new 
clause  (vi)  that  instructs  the  Secretary  to 
establish  a  process  by  regulation  under 
which,  in  the  event  a  teaching  hospital 
closes,  the  Secretary  will  permanently 
increase  the  FTE  resident  caps  for 
hospitals  that  meet  certain  criteria  by 
the  number  of  FTE  resident  positions  in 
the  closed  hospital’s  training  programs. 

Section  5506  of  the  AffordaDle  Care 
Act  specifically  instructs  the  Secretary 
to  increase  the  FTE  resident  caps  for 
other  hospitals  based  upon  the  FTE 
resident  positions  in  teaching  hospitals 
that  closed  “on  or  after  a  date  that  is  2 
years  before  the  date  of  enactment”  (that 
is,  March  23,  2008).  Although  certain  of 
the  FTE  cap  increases  granted  pursuant 
to  section  5506  will  be  based  on 
hospital  closures  that  occurred  prior  to 
this  notice  and  comment  rulemaking 
procedure,  we  indicated  in  the  August 
3,  2010  proposed  rule  that  the  process 
we  proposed  to  establish  in  the  final 
rule  would  also  be  used  for  all  future 
teaching  hospital  closures.  We  indicated 
that  we  were  in  the  process  of 
instructing  the  Medicare  contractors  to 
notify  us  of  every  teaching  hospital  that 
has  closed  since  March  23,  2008,  and  of 
the  direct  GME  and  IME  FTE  caps  for 
each  of  those  closed  hospitals.  We  plan 
to  use  this  information  to  determine 
how  many  slots  are  currently  available 
for  increases  to  other  hospitals’  FTE 
resident  caps.  • 

We  note  that  section 
1886(h)(4)(H)(vi)(IV)  of  the  Act,  as 
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added  by  section  5506(a)  of  the 
Affordable  Care  Act,  states  that  “The 
aggregate  number  of  increases  in  the 
otherwise  applicable  resident  limits  for 
the  hospitals  under  this  clause  shall  be 
equal  to  the  number  of  resident 
positions  in  the  approved  medical 
residency  programs  that  closed  on  or 
after”  March  23,  2008.  For  purposes  of 
implementing  this  section 
1886(hK4)(H){vi)(IV)  of  the  Act,  in  the 
August  3,  2010  proposed  rule  (75  FR 
46421),  we  proposed  to  interpret  “the 
number  of  resident  positions”  to  mean 
the  number  that  is  equal  to  the  IME  and 
direct  GME  FTE  resident  caps  of  a 
hospital  that  closed,  or  will  close.  We  • 
do  not  believe  the  intent  of  this 
provision  is  to  distribute  and  pay  for 
more  FTE  resident  slots  than  the 
amount  equal  to  a  closed  hospital’s  IME 
and  direct  GME  FTE  resident  caps,  in 
the  instance  where  a  closed  hospital 
was  training  more  FTE  residents  than  its 
FTE  resident  caps.  Further,  in  the 
situation  where  a  closed  hospital  was 
training  FTE  residents  below  its  caps,  • 
we  believe  that  for  the  sake  of  ensuring 
that  a  community  could  retail!  up  to  its 
full  training  strength,  we  believe  it  is 
appropriate  to  distribute,  not  the  actual 
number  of  slots  the  closed  hospital  had 
been  training  prior  to  its  closure,  but  the 
number  of  FTE  resident  slots  equal  to 
the  IME  and  direct  GME  FTE  caps  of  the 
closed  hospital. 

2.  Definition  of  a  “Glosed  Hospital” 
Section  1886(h)(4)(H)(vi)  of  the  Act, 
as  added  by  section  5506(a)  of  the 
Affordable  Gare  Act,  states  that  “the 
Secretary  shall,  by  regulation,  establish 
a  process  under  which,  in  the  case 
where  a  hospital  (other  than  a  hospital 
described  in  clause  (v))  with  an 
approved  medical  residency  program 
closes  on  or  after”  March  23,  2008,  the 
Secretary  shall  increase  the  FTE 
resident  caps  of  other  hospitals 
accordingly  (emphasis  added).  Under 
existing  regulations  at  §489.52  and 
§413. 79(h),  “closure  of  a  hospital” 
means  the  hospital  terminates  its 
Medicare  provider  agreement.  In  the  . 
August  3,  2010  proposed  rule  (75  FR 
46421  and  46422),  we  proposed  to 
define  a  “closed  teaching  hospital”  for 
purposes  of  section  5506  in  a  similar 
manner,  but  would  also  specify  that  the 
FTE  resident  cap  slots  of  the  hospital 
that  closed  no  longer  exist  as  part  of  any 
other  hospital’s  permanent  FTE  resident 
cap.  Thus,  we  proposed  that  this 
provision  would  not  apply  to  hospitals 
that  declare  bankruptcy  but  are  still 
participating  under  the  same  Medicare 
provider  agreement,  nor  would  it  apply 
to  teaching  hospitals  that  remain  open, 
but  close  one  or  more  residency 


programs.  It  also  would  not  apply  to 
mergers,  because  in  the  case  of  a  merger, 
the  Medicare  provider  agreement  of  one 
hospital  is  subsumed  into  the  provider 
agreement  of  the  surviving  provider;  no 
provider  agreement  is  retired,  even  if 
operations  at  one  facility  are  scaled  back 
or  ceased. 

However,  we  proposed  that  the 
proposed  revised  definition  of  hospital 
closure  for  purposes  of  implementing 
section  5506  would  apply  in  the  case  of 
acquisitions,  whdfe  the  new  owner 
voluntarily  terminates  the  Medicare 
provider  agreement  of  the  hospital  it 
purchased  by  rejecting  assignment  of 
the  previous  owners’  provider 
agreement,  thus  abdicating  the  FTE 
resident  cap  slots  associated  with  that 
provider  agreement,  even  if  the  new 
owner  will  continue  to  operate  the 
hospital  exactly  as  it  had  been  operated 
before  the  acquisition  (that  is,  makes  no 
changes  to  the  bed  size,  infrastructure, 
services,  and  GME  programs).  We 
believe  this  is  appropriate  because 
section  5506  of  the  Affordable  Gare  Act 
specifically  addresses  hospital  “closure” 
and  ensures  preservation  of  the  PTE  cap 
slots  within  a  community  when  a 
'teaching  hospital  does  “close,”  based  on 
specified  criteria  for  redistributing  the 
slots  from  the  closed  hospital  to 
increase  the  FTE  caps  for  other 
hospitals.  However,  as  we  explain 
fifrther  below,  it  is  possible  for  the  new 
hospital  formed  in  an  acquisition  to 
receive  preference  in  receiving  an 
increase  to  its  FTE  resident  caps  based 
on  redistributed  slots  from  the  closed 
hospital  that  it  acquired. 

Section  1886(h)(4)(H)(vi)  of  the  Act, 
as  added  by  section  5506(a),  also  states 
that  “the  Secretary  shall,  by  regulation, 
establish  a  process  under  which,  in  the 
case  where  a  hospital  (other  than  a 
hospital  described  in  clause  (v))  with  an 
approved  medical  residency  program 
closes  *  *  *”  (emphasis  added).  A 
hospital  described  in  section 
1886(h)(4)(H)(v)  of  the  Act  is  an  entity 
that  enters  into  a  provider  agreement 
pursuant  to  section  1866(a)  of  the  Act  to 
provide  hospital  services  on  the  same 
physical  site  previously  used  by 
Medicare  Provider  No.  05-0578. 
Accordingly,  vye  proposed  not  to 
redistribute  any  FTE  cap  slots 
associated  with  Medicare  Provider 
Number  05-0578. 

Comment:  One  commenter  noted  that 
GMS  proposed  to  define  a  closed 
teaching  hospital  for  purposes  of  section 
5506  as  a  hospital  (a)  that  terminates  its 
Medicare  provider  agreement,  and  (b) 
whose  cap  slots  no  longer  exist  as  part 
of  any  other  hospital’s  permanent  FTE 
resident  cap.  The  commenter  asked 
GMS  to  clarify  situations  in  which  a 


hospital’s  Medicare  provider  agreement 
would  be  terminated  but  whose  slots 
would  still  exist  as  part  of  another 
hospital’s  permanent  FTE  resident  cap. 
The  commenter  also  observed  that  the 
existing  regulations  text  regarding  the 
definition  of  hospital  closure  at 
§§  413.79(h)  and  489.52  do  not  indicate 
the  concept  that  caps  of  a  closed 
teaching  hospital  no  longer  exist  as  part 
of  another  hospital’s  permanent  FTE 
resident  cap. 

Another  commenter  noted  the 
provision  authorizing  the  redistribution 
of  residency  slots  would  apply, 
however,  in  the  case  of  an  acquisition 
wherein  the  new  owner  voluntarily 
terminates  the  provider  agreement  of  the 
hospital  it  purchased,  “even  if  the  new 
owner  will  continue  to  operate  the 
hospital  exactly  as  it  had  been  operated 
before  the  acquisition  (that  is,  make  no 
changes  to  the  bed  size,  infrastructure, 
services,  and  GME  programs).”  The 
commenter  understood  that  GMS  would 
propose  this  because  “(1)  GMS  does  not 
view  this  situation  as  a  merger  of  two 
hospitals  under  its  current  policy,  and 
(2)  CMS  has  proposed  a  separate  process 
whereby  this  situation  could  be 
addressed  (wdthin  Ranking  Criterion 
#1).”  The  commenter  reque.sted 
confirmation  of  its  understanding  of  this 
policy  proposal.  Another  commenter 
also  commented  on  this  issue  and 
appreciates  the  extension  of  the 
definition  of  a  closed  hospital  to  include 
acquisitions. 

Response:  VVe  regret  that  there  was 
confusion  regarding  the  definition  of  a 
closed  hospital  for  the  purposes  of 
implementing  section  5506.  By 
specifying  that  “the  FTE  resident  cap 
slots  of  the  hospital  that  closed  no 
longer  exist  as  part  of  any  other 
hospital’s  permanent  FTE  resident  caps” 
in  the  August  3,  2010  proposed  rule  (75 
FR  46422),  we  proposed  to  emphasize 
that  if  slots  were  permanently 
transferred  to  another  provider  and  they 
continue  to  exist,  section  5506  w'ould 
not  apply.  An  example  of  such  a 
situation  would  be  a  merger  wherein  the 
Medicare  provider  agreement  of  one 
hospital  is  subsumed  into  the  provider 
agreement  of  the  surviving  provider.  In  ■ 
this  example,  no  provider  agreement  is 
terminated,  and  the  FTE  resident  caps 
also  would  be  subsumed  permanently 
into  the  provider,  agreement  of  the 
surviving  provider.  Thus,  the  purpose  of 
section  5506  is  to  ensufe  that  slots  that 
are  not  already  part  of  another  hospital’s 
permanent  cap  are  not  lost,  but  rather 
will  be  redistributed  to  qualifying 
hospitals. 

The  second  commenter’s 
understanding  of  our  proposal  regarding 
acquisitions  is  correct.  We  do  include 
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acquisitions  in  a  case  in  which  the  new 
owner  terminates  the  provider 
agreement  of  the  hospital  it  purchased 
in  the  definition  of  hospital  closure 
because,  in  this  case,  a  Medicare 
provider  agreement  is  terminated,  thus 
releasing  the  FTE  resident  cap  slots 
associated  with  that  provider  agreement. 
In  addition,  we  are  clarifying  that  for  a 
hospital  that.closed  due  to  an 
acquisition  on  or  after  March  23,  2008, 
and  for  w“hich  CMS  has  not  given  those 
slots  to  another  provider  by  March  23, 
2010,  that  hospital’s  slots  are  governed 
by  section  5506  and  CMS’  final  policies 
implementing  this  section. 

Comment:  One  commenter  requested 
that  CMS  provide  additional 
clarification  regarding  the  definition  of 
a  closed  hospital.  Specifically,  the 
commenter  asked:  “If  the  FTEs  go 
permanently  to  another  hospital  because 
of  a  provision  in  an  affiliation 
agreement,  is  the  hospital  considered 
closed?”  The  commenter  believed  that, 
in  these  instances,  the  hospital- is  not 
considered  closed,  but  requested 
clarification  from  CMS. 

Response:  In  general,  a  hospital  is  not 
closed  unless  the  hospital’s  Medicare 
provider  agreement  is  terminated.  With 
regard  to  transfers  of  FTE  caps  under 
Medicare  GME  affiliation  agreements,  in 
other  instances,  we  have  clarified  that 
hospitals  cannot  use  Medicare  GME 
affiliation  agreements  to  permanently 
transfer  FTE  caps  from  one  hospital  to 
another,  regardless  of  whether  the 
hospital  transferring  the  FTE  cap  slots 
remains  open  or  closes.  As  described  in 
the  August  1,  2002  final  rule  (67  FR 
50076),  effective  for  Medicare  GME 
affiliation  agreements  that  terminate 
after  October  1,  2002  for  any  reason, 
including  closure  of  a  participating 
hospital,  FTEs  cannot  be  permanently 
transferred  to  another  participating 
hospital  even  if  this  circumstance  is 
outlined  as  a  provision  in  the  Medicare 
GME  affiliation  agreement.  Rather,  if  a 
hospital  withdraws  from  the  agreement, 
or  if  the  agreement  terminates  for  any 
reason,  the  hospitals  participating  in  the 
Medicare  GME  affiliation  agreement 
would  revert  to  their  original  FTE  caps 
prior  to  entering  into  the  Medicare  GME 
affiliation  agreement.  FTE  cap  transfers 
occurring  under  Medicare  GME 
affiliation  agreements  are  temporary  and 
are  to  be  used  solely  for  the  purpose  of 
cross-training  residents  among  hospitals 
that  share  residency  training  programs 
(as  described  in  the  regulations  at 
§§  413.75(b)  and  413.79(f). 

3.  Priority  for  Hospitals  in  Certain  Areas 

Section  1886(h)(4)(H)(vi)(II),  as  added 
by  section  5506(a)  of  the  Affordable 
Care  Act,  specifies  that  the  Secretary 


shall  distribute  the  FTE  cap  increases  in 
the  following  priority  order,  “with 
preference  given  within  each  category  to 
hospitals  that  are  members  of  the  same 
affiliated  group”  (as  defined  by  the 
Secretary)  as  the  closed  hospital: 

•  First,  to  hospitals  located  in  the 
same  core-based  statistical  area  (CBSA) 
as,  or  in  a  CBSA  contiguous  to,  the 
hospital  that  closed. 

•  Second,  to  hospitals  located  in  the 
same  State  as  the  closed  hospital. 

•  Third,  to  hospitals  located  in  the 
same  region  as  the  hospital  that  closed. 

•  Fourth,  if  the  slots  have  not  yet 
been  fully  distributed,  to  qualifying 
hospitals  in  accordance  with  the  criteria 
established  under  section  5503 
(“Distribution  of  Additional  Residency 
Positions”)  of  the  Affordable  Care  Act. 

First,  in  the  August  3,  2010  proposed 
rule  (75  FR  46422),  we  proposed  to  use 
the  same  pre-reclassification  CBSAs  that 
are  used  for  wage  index  purposes  under 
the  IPPS  in  determining  which  hospitals 
are  located  in  the  same  or  contiguous 
CBSAs  as  the  CBSA  in  which'the 
hospital  that  closed  was  located, 
without  regard  to  any  reclassifications 
made  under  the  provisions  of 
§§412.102,  412.103,  412.230,  412.232, 
412.234,  and  412.235  of  the  regulations. 
Second,  we  proposed  to  define  “State” 
in  the  second  priority  category  to 
include  Puerto  Rico  and  the  District  of 
Columbia.  Third,  we  proposed  to  define 
“region”  in  the  third  priority  category  as 
Census  Region,  consistent  with  the  use 
of  the  term  elsewhere  in  the  GME 
regulations.  (The  term  is  used  for 
purposes  of  establishing  direct  GME 
PRAs  of  certain  new  teaching  hospitals 
at  §413.77(e)(l)(iii).)  Fourth,  as 
specified  in  the  fourth  priority  category, 
we  proposed  to  employ  the  criteria  for 
redistribution  of  residency  positions 
described  in  section  5503  of  the 
Affordable  Care  Act,  as  implemented  in 
the  proposed  revised  regulations  at 
§  413.79(n),  should  there  be  any  slots 
not  redistributed  under  the  first  through 
third  priority  categories. 

Comment:  One  commenter  supported 
CMS’  proposal  to  define  “region”  as 
census  region,  consistent  with  the  use  of 
the  term  elsewhere  in  the  GME 
regulations.  The  commenter  stated  that 
if  CMS  elects  to  use  a  different 
definition  of  “region,”  the  commenter 
would  support  defining  “region” 
consistent  with  the  CMS  administrative 
regions  (for  example,  CMS  Regions  I 
through  X). 

Response:  We  appreciate  the 
commenter’s  support.  We  are  adopting 
this  proposal  as  final. 

With  regard  to  members  of  the  same 
Medicare  GME  affiliated  group,  we 
proposed  to  give  priority  within  each 


category  to  hospitals  that  are  members 
of  the  same  Medicare  GME  affiliated 
group  as  the  hospital  that  closed.  A 
Medicare  GME  affiliated  group,  as 
defined  at  §  413.75(b),  consists  of 
hospitals  that  enter  into  a  Medicare 
GME  affiliation  agreement,  also  as 
defined  at  §  413.75(b),  for  the  purpose  of 
cross-training  residents  and  that,  under 
the  terms  of  the  agreement,  aggregate 
and  make  temporary  adjustments  to 
their  respective  individual  FTE  resident 
caps.  To  provide  flexibility  to  hospitals 
that  have  affiliated  with  the  hospital 
that  closed,  we  proposed  to  refer  to  the 
most  recent  Medicare  GME  affiliation 
agreement  of  which  the  closed  hospital 
was  a  member.  Hospitals  that  were 
listed  as  participants  of  the  Medicare 
GME  affiliated  group  on  that  most^ 
recent  Medicare  GME  affiliation 
agreement  before  the  closure  of  the 
hospital  will  receive  preference  in 
receiving  FTE  cap  increases  based  on 
the  redistributed  slots. 

Comment:  One  commenter  noted  that, 
although  the  commenter  understood 
that  CMS  is  bound  by  the  statute,  it 
suggested  that  less  emphasis  be  placed 
on  whether  a  hospital  was  in  an 
affiliation  agreement  in  the  distribution 
of  residency  slots  resulting  from  a 
hospital  closure.  Alternatively,  the 
commenter  suggested  that  CMS 
prioritize  increasing  the  caps  of 
applying  hospitals  that  are  currently 
training  residents  over  their  caps  and, 
therefore,  are  training  residents  that  350 
not  funded  by  Medicare.  The 
commenter  did  not  support  the  proposal 
to  give  preference  to  an  applying 
hospital  based  solely  on  an  affiliation 
that  no  longer  exists  with  the  closed 
hospital.  The  commenter  posited  that  if 
less  emphasis  was  placed  on  affiliation 
agreements,  there  could  potentially  be 
more  opportunity  for  new ’or  expanded 
programs  in  needed  areas  such  as 
primary  care  to  emerge  as  a  result  of 
increased  caps.  The  commenter  further 
stated  that  an  applying  hospital  that  had 
a  previous  affiliation  with  a  closed 
hospital  could  use  the  increase  in  its 
FTE  resident  cap  to  train  residents  in  a 
specialty  for  which  CMS  had  not 
identified  a  need.  To  prevent  this,  the 
commenter  suggested  that  hospitals 
applying  under  Ranking  Criterion  Two 
should  be  further  ranked  based  on 
whether  they  are  also  requesting  slots 
for  use  in  specialties  for  which  CMS  has 
identified  a  need.  For  example,  a 
hospital  that  is  applying  under 
proposed  Ranking  Criterion  Six  to  start 
or  expand  a  primary  care  program  and 
was  also  part  of  an  affiliation  agreement 
with  the  closed  hospital  should  be 
ranked  higher  than  a  hospital  that  is 
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applying  under  proposed  Ranking  * 
Criterion  Six  and  was  not  part  of  the 
same  affiliated  group  as  the  closed 
hospital.  However,  both  hospitals 
should  be  ranked  higher  than  a  hospital 
that  had  been  a  member  of  an  affiliated 
group  with  the  closed  hospital  but  is 
requesting  slots  to  start  a  non-primary 
care  program  (other  than  general 
surgery). 

Response:  While  we  appreciate  the 
commenter’s  suggestions,  the 
commenter  is  correct  that  we  are  bound 
by  the  statute  and  cannot  consider  the 
suggestions  for  implementation.  The 
statute  does  not  allow  us  to  ignore  a 
hospital’s  affiliated  status  in 
determining  whether  the  hospital 
qualifies  for  a  cap  increase  under 
section  5506.  As  such,  a  hospital  that 
was  part  of  a  Medicare  GME  affiliated 
group  and  received  slots  from  the  closed 
hospital  would  be  ranked  under 
Ranking  Criterion  Two,  ahead  of  a 
hospital  that  was  not  part  of  the  same 
Medicare  GME  affiliated  group  as  the 
closed  hospital.  We  further  believe  this 
is  appropriate  given  that  a  primary 
consideration  under  section  5506  is 
continuity  of  training  programs. 
Therefore,  a  hospital  that  is  requesting 
slots  because  it  seamlessly  assumed  a 
program  from  the  closed  hospital,  even 
if  that  program  is  in  a  nonprimary  care 
specialty,  that  hospital  would  qualify 
under  a  higher  Ranking  Criterion  than 
would  another  hospital  that  is 
requesting  the  slots  to  start  a  new 
primary  care  program. 

4.  Application  Process 

In  the  August  3,. 2010  proposed  rule 
(75  FR  46422),  we  proposed  to  establish 
an  application  process  for  hospitals  to 
apply  to  CMS  to  receive  an  increase  in 
FTE  caps  based  on  slots  from  closed 
hospitals.  Section  5506  of  the 
Affordable  Care  Act  did  not  specify  an 
effective  date  or  an  application  deadline 
for  hospitals  to  request  an  increase  to 
their  caps  when  a  hospital  closes. 
Accordingly,  with  respect  to  the  first 
application  process  to  be  implemented 
for  section  1886(h)(4)(H)(vi)  of  the  Act, 
as  added  by  section  5506(a)  of  the 
Affordable  Care  Act,  and  which 
includes  all  teaching  hospital  closures 
back  to  March  23,  2008,  we  proposed 
that  the  application  deadline  would  be 
January  1,  2011.  For  future  teaching 
hospital  closures,  we  proposed  that  we 
would  inform  the  public  through  an 
appropriate  medium  that  increases  to 
hospitals’  FTE  resident  caps  are 
available  for  redistribution  due  to  the 
closure  of  a  teaching  hospital,  and  the 
application  deadline  would  be  4  months 
following  the  issuance  of  that  noticp  to 
the  public. 


Comment:  Commenters  noted  that 
CMS  proposed  an  application  deadline 
for  distribution  of  slots  under  section 
5506  of  January  1,  2011,  for  hospitals 
that  closed  on  or  after  March  23,  2008, 
and  that  for  future  teaching  hospital 
closures,  CMS  proposed  that  hospitals 
will  have  4  months  after  CMS  notifies 
the  public  that  slots  are  available  to 
submit  an  application  for  those  slots. 

The  commenters  asked  that  CMS  clarify 
which  deadline  will  apply  to  hospitals 
that  close  during  the  comment  period 
between  publication  of  the  proposed 
rule  and  the  final  rule.  Two  commenters 
encouraged  CMS  to  consider  teaching 
hospitals  that  closed  at  any  point  after 
publication  of  the  proposed  rule  to  fall 
into  CMS’  second  category,  for  which 
CMS  would  provide  notice  and  a  future 
application  deadline. 

Some  commenters  were  concerned 
that  the  proposed  application  deadlines, 
particularly  the  first  one  for  January  1, 
2011,  are  too  soon.  They  pointed  out 
that  a  hospital’s  decision  to  take  on 
displaced  residents  permanently  may 
depend  on  multiple  factors,  and 
receiving  ACGME  approval  for 
permanent  resident  positions  is  also 
extremely  time-consuming.  One 
commenter  recognized  that  hospitals 
wish  for  the  distribution  of  these  slots 
to  occur  as  quickly  as  possible,  yet  the 
commenter  believed  that  April  1,  2011, 
would  be  a  more  realistic  deadline  than 
January  1,  2011,  for  the  initial  set  of 
applications.  However,  another 
commenter  agreed  with  the  proposed 
deadline  of  January  1,  2011. 

Response:  We  agree  with  the 
suggestion  that  any  closures  after 
August  3,  2010,  the  publication  date  of 
the  proposed  rule,  should  be  part  of  a 
second  hospital  closure  process  for 
which  CMS  will  send  out  a  separate 
notice.  In  addition,  we  agree  that  to 
allow  all  affected  parties  sufficient  time 
to  gather  the  documentation  necessary 
to  complete  and  submit  an  application 
for  slots  from  a  closed  hospital,  the 
application  date  for  requesting  slots 
from  hospitals  that  have  closed  between 
March  23,  20D8  through  August  3,  2010, 
should  be  extended  to  April  1,  2011. 
Therefore,  in  this  final  rule,  we  are 
establishing  the  application  deadline  for 
receipt  of  slots  from  hospitals  that 
closed  between  March  23,  2008,  through 
August  3,  2010,  as  April  1,  2011. 
Hospitals  that  close  at  any  point  after 
publication  of  the  proposed  rule,  that  is, 
August  3,  2010,  will  fall  into  the  second 
category,  for  which  we  will  provide 
separate  notice  with  a  future  application 
deadline. 

In  addition,  as  the  commenters  noted, 
since  receiving  approval  for  permanent 
resident  positions  is  very  time 


consuming,  in  order  to  ease  the 
administrative  burden  on  hospitals, 
similar  to  the  change  we  made  in  this 
final  rule  under  the  Demonstrated 
Likelihood  Criterion  1  for  section  5503, 
we  are  adding  to  the  Demonstrated 
Likelihood  Criteria  for  section  5506  in 
this  final  rule  that  the  hospital  may 
submit  documentation  demonstrating 
that  it  has  made  a  commitment  to  start 
a  new  program  or  take  over  a  program(s) 
from  the  closed  hospital.  One  example 
of  such  a  commitment  would  be  for  the 
hospital  to  provide  the  minutes  from  the 
meeting  at  which  the  hospital’s  GME 
Committee  gave  approval  for  the 
hospital  to  proceed  with  the  process  of 
applying  to  the  accrediting  agency  for 
approval  to  start  a  new  program. 

Comment:  One  commenter  stated  that 
because  hospitals  interested  in  applying 
for  resident  cap  slots  under  this 
provision  must  be  put  on  notice  of  all 
slots  that  will  be  available  through  the 
closed  hospital  resident  slot 
preservation  program,  CMS  would 
accomplish  this  most  effectively  by 
publishing  in  the  final  rule  a  list  of  all 
hospitals  that' closed  on  or  after  March 
23,  2008.  In  publishing  this  list,  the 
commenter  suggested  that  CMS  also 
indicate  how  many  cap  slots  are 
available  from  the  hospital’s  1996  cap 
versus  how  many  cap  slots  are  available 
from  the  section  422  redistribution 
program.  Another  commenter  also 
suggested  that,  for  future  hospital 
closures,  CMS  publish  a  notice  within 
60  days  from  the  effective  date  of  the 
termination  of  the  closed  hospital’s 
Medicare  provider  number. 

Response:  We  agree  with  the 
commenter’s  request  and  have  included 
at  the  end  of  this  section  a  list  of 
teaching  hospital  closures  on  or  after 
March  23,  2008  through  August  3,  2010, 
along  with  their  1996  FTE  caps  and 
section  422  caps  as  applicable.  We  also 
appreciate  the  commenter’s  suggestion 
to  publish  a  notice  within  60  days  from 
the  effective  date  of  the  termination  of 
the  closed  hospital’s  Medicare  provider 
agreement  for  future  hospital  closures. 
We  will  publish  future  closure  notices 
as  soon  as  possible.  However,  we 
acknowledge  that,  in  certain  cases,  due 
to  various  circumstances,  publication 
within  60  days  may  not  always  be 
achievable.  Therefore,  we  will  not  be 
adopting  the  requirement  to  publish  a 
notice  within  60  days  from  the  effective 
date  of  the  termination  of  the  closed 
hospital’s  Medicare  provider  agreement 
for  future  hospital  closures. 

After  consideration  of  the  public 
comments  we  received,  in  this  final 
rule,  we  are  establishing  the  application 
deadline  for  receipt  of  slots  from 
hospitals  that  closed  between  March  23, 
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2008  through  August  3,  2010,  as  April 
1,  2011.  Hospitals  that  close  at  any  point 
after  publication  of  the  proposed  rule, 
that  is,  August  3,  2010,  will  fall  into  the 
second  category,  for  which  we  will 
provide  separate  notice  with  a  future 
application  deadline. 

5.  Ranking  Criteria 
Unlike  the  application  process  for 
FTE  cap  increases  under  section 
1886(h){ff)  of  the  Act  as  added  by 
section  5503  of  the  Affordable  Care  Act, 
we  did  not  propose  to  establish  a  “point” 
system  to  distinguish  between  hospitals 
within  each  of  the  first  three  priority 
categories.  Rather,  within  each  of  the 
three  first  statutory  priority  categories  in 
section  XXI.E.3.  of  this  preamble  (that 
is,  same  or  contiguous  CBSAs,  same 
State,  and  same  Region),  in  the  August 
3,  2010  proposed  rule  (75  FR  46422),  we 
proposed  to  rank  categories  in  which  we 
would  assign  slots  first  to  hospitals  that 
fall  within  the  first  ranking  category 
before  assigning  slots  to  those  hospitals 
that  fall  within  the  second  ranking 
category,  and  would  assign  slots  to 
those  hospitals  that  fall  within  the 
second  ranking  category  before 
assigning  slots  to  hospitals  in  the  third 
ranldng  category,  and  so  forth.  We  did 
not  propose  to  use  these  ranking 
categories  within  the  fourth  priority 
category  because,  under  that  fourth 
priority  category,  the  Secretary  would 
use  the  process  established  under 
section  5503  for  section  1886(h)(8)  of 
the  Act.  In  order  to  maintain  stability  in 
existing  GME  programs,  these  proposed 
ranking  categories  generally  give 
prreference  to  applying  hospitals  that 
demonstrate  a  commitment  to  continue 
training  residents  in  the  same  programs 
that  the  closed  hospital  operated,  or  that 
had  a  training  relationship  with  the 
closed  hospital  (such  as  a  Medicare 
GME  affiliation  agreement). 

•  Ranking  Criterion  One.  The 
applying  hospital  is  requesting  the 
increase  in  its  FTE  resident  cap(s) 
because  it  is  assuming  (or  assumed)  an 
entire  program  (or  programs)  from  the 
hospital  that  closed,  and  the  applying 
hospital  is  continuing  to  operate  the 
program(s)  exactly  as  it  had  been 
operated  by  the  hospital  that  closed 
(that  is,  same  residents,  same  program 
director,  and  same  (or  many  of  the 
same)  teaching  staff).  We  proposed  this 
ranking  criterion  because  we 
understand  that  there  are  situations 
where,  when  a  hospital  is  acquired  and 
its  provider  agreement  is  terminated  and 
a  new  provider  agreement  is  established 
in  the  place  of  the  old  one,  the  new 
formed  “acquiring”  hospital  continues  to 
operate  the  GME  programs  seamlessly 
and  in  the  same  manner  as  under  the 


previous  provider  agreement.  If  this 
situation  occurs,  we  believe  the  new 
hospital  with  the  new  provider 
agreement  is  demonstrating  a  strong 
commitment  to  not  only  maintain  the 
GME  programs  in  the  community  for  the 
long  term  (that  is,  continuity),  but  to 
also  allow  the  residents  that  were  at  the 
hospital  when  the  change  in  provider 
agreement  occurred  to  continue  to  train 
there,  such  that  no  residents  are 
displaced  and  no  training  is  interrupted. 

Alternatively,  it  is  possible  that 
perhaps  a  year  or  more  prior  to  a 
hospital’s  closure,  the  hospital  closed 
some  or  all  of  its  residency  programs, 
and  another  hospital  assumed  an  entire 
program  (or  programs)  at  the  time  of  the 
residency  program’s  closure,  and  the 
applying  hospital  has  continued  to 
operate  that  program  seamlessly,  as  it 
had  been  operated  at  the  hospital  that 
ultimately  closed.  Because  the  applying 
hospital  has  also  demonstrated  a  strong 
commitment  to  continuity  of  the 
residency  program(s)  in  the  community 
by  assuming  the  program(s)  even  prior 
to  the  other  hospital’s  closure,  we 
proposed  that  the  applying  hospital 
would  be  categorized  in  Ranking 
Criterion  One. 

•  Ranking  Criterion  Two.  The 
applying  hospital  was  listed  as  a 
participant  of  a  Medicare  GME  affiliated 
group  on  the  most  recent  Medicare  GME 
affiliation  agreement  of  which  the 
closed  hospital  was  a  member  before  the 
hospital  closed,  and  under  the  terms  of 
that  Medicare  GME  affiliation 
agreement,  the  applying  hospital 
received  slots  from  the  hospital  that 
closed,  and  the  applying  hospital  will 
use  the  additional  slots  to  continue  to 
train  at  least  the  number  of  FTE 
residents  it  had  trained  under  the  terms 
of  the  Medicare  GME  affiliation 
agreement.  We  proposed  this  ranking 
criterion  because  section 
1886(h)(4)(H)(vi)  of  the  Act,  as  added  by 
section  5506(a)  of  the  Affordablp  Care 
Act,  directs  the  Secretary  to  give 
preference  to  hospitals  that  are  members 
of  the  same  affiliated  group  as  the 
hospital  that  closed.  We  believe  that, 
generally,  if  the  applying  hospital  was 
affiliated  to  receive  slots  from  the 
hospital  that  closed,  then  the  applying 
hospital  was  relying  on  that  number  of 
FTE  resident  slots  that  it  received  in 
order  to  maintain  its  fair  share  of  the 
cross-training  of  the  residents  in  the 
jointly  operated  programs.  In  the 
absence  of  those  slots  received  from  the 
closed  hospital,  the  applying  hospital 
may  not  be  able  to  continue  training  that 
number  of  FTE  residents,  and  those 
same  residents  would  not  only  be 
displaced  from  the  closed  hospital,  but 
might  essentially  become  “displaced” 


from  the  affiliated  hospitals  in  which 
they  were  used  to  doing  a  portion  of 
their  training.  Accordingly,  we 
proposed  this  ranking  criterion  to  allow 
hospitals  that  were  affiliated  with  the 
closed  hospitals  to  at  least  maintain 
their  fair  share  of  the  training  of  the 
residents  in  the  programs  that  they  had 
jointly  operated  with  the  closed 
hospital.  We  note  that  we  proposed  this  ' 
ranking  criterion  regarding  affiliated 
hospitals  as  second,  after  the  first 
ranking  criterion  regarding  applying 
hospitals  that  assume  an  entire  program 
or  programs  from  the  closed  hospital 
because,  even  though  section  5506  of 
the  Affordable  Care  Act  directs  the 
Secretary  to  give  preference  to  members 
of  the  same  affiliated  group,  we  believe 
that  a  hospital  that  assumes  the 
responsibility  for  an  entire  program  or 
programs  demonstrates  a  commitment 
to  maintain  the  programs  to  an  even 
greater  degree  than  does  a  hospital  that 
was  affiliated  with  the  hospital  that 
closed  and  may  only  be  maintaining  a 
portion  of  the  residency  program  or 
programs. 

•  Ranking  Criterion  Three.  The 
applying  hospital  took  in  residents 
displaced  by  the  closure  of  the  hospital, 
but  is  not  assuming  an  entire  program 
or  programs,  and  will  use  the  additional 
slots  to  continue  training  residents  in 
the  same  programs  as  the  displaced 
residents,  even  after  those  displaced 
residents  complete  their  training  (that 
is,  the  applying  hospital  is  permanently 
expanding  its  own  existing  programs). 
Similar  to  Ranking  Criterion  Two, 
hospitals  fitting  into  Ranking  Criterion 
Three  also  demonstrate  a  commitment 
to  protect  residents  displaced  by  a 
hospital’s  closure,  and  to  ensure  that 
there  is  a  degree  of  continuity  in  the 
community  with  respect  to  the 
particular  training  program  or  programs 
that  the  closed  hospital  operated. 
However,  because  an  applying  hospital 
fitting  into  this  category  was  not  part  of 
the  same  Medicare  GME  affiliated  group 
as  the  closed  hospital,  we  proposed  that 
this  category  would  be  ranked  as  third, 
below  Ranking  Criterion  Two  which 
relates  to  hospitals  that  wrere  members 
of  the  same  affiliated  group  as  the 
closed  hospital. 

We  proposed  that  the  next  five 
proposed  ranking  criteria  would  apply 
in  the  instance  where  there  are  still  slots 
available  from  the  closed  hospital  after 
distributing  slots  to  hospitals  falling 
within  the  first  three  ranking  criteria. 
Thus,  hospitals  fitting  into  proposed 
Ranking  Criteria  FoUi-  through  Eight 
would  not  fit  into  proposed  Ranking 
Criteria  One,  Two,  or  Three,  but  they 
can  demonstrate  that  they  will  use  the 
slots  in  a  manner  that  is  consistent  with 
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current  Medicare  policy  goals,  as  ■ 
indicated  in  section  5503  of  the 
Affordable  Care  Act,  such  as  using  the 
slots  for  a  geriatrics  or  for  other  primary 
care  residency  programs,  or  for  a  general 
surgery  residency  program. 

•  Ranking  Criterion  Four.  The 
applying  hospital  does  not  fit  into 
Ranking  Criteria  One,  Two,  or  Three, 
and  will  use  additional  slots  to  establish 
a  new  or  expand  an  existing  geriatrics 
residency  program. 

•  Ranking  Criterion  Five.  The 
applying  hospital  does  not  fit  into 
Ranking  Criteria  One,  Two,  or  Three,  is 
located  in  a  Primary  Care  HPSA,  and 
will  use  all  the  additional  slots  to 
establish  a  new  or  expand  an  existing 
primary  care  residency  program. 

•  Ranking  Criterion  Six.  The  applying 
hospital  does  not  fit  into  Ranking 
Criteria  One,  Two,  or  Three,  and  will 
use  all  the  additional  slots  to  establish 

a  new  or  expand  an  existing  primary 
care  residencyprogram. 

•  Ranking  Criterion  Seven.  The 
applying  hospital  does  not  fit  into 
Ranking  Criteria  One,  Two,  or  Three, 
and  will  use  all  the  additional  slots  to 
establish  a  new  or  expand  an  existing 
general  surgery  residency  program. 

•  Ranking  Criterion  Eight.  The 
applying  hospital  does  not  fit  into 
Ranking  Criteria  One  through  Seven. 

Comments  on  Ranking  Criterion  One 

Comment:  Several  commenters 
generally  supported  CMS’  proposal  to 
prioritize  the  distribution  of  resident 
slots  to  applying  hospitals  that  assume 
and  seamlessly  continue  to  operate  a 
closed  hospital’s  entire  program. 
However,  the  commenters  also  noted 
that  additional  efforts  must  be  made  in 
order  to  meet  the  nationwide  need  for 
residency  slots. 

Response:  We  appreciate  the 
commenters’  support  for-  the  proposal  to 
prioritize  the  distribution  of  resident 
slots  to  applying  hospitals  that  assume 
and  seamlessly  continue  to  operate  a 
closed  hospital’s  entire  program.  Any 
additional  efforts  to  address  the 
commenters’  stated  need  for  additional 
residency  slots  would  need  to  be 
addressed  by  Congress  as  a  legislative 
change  affecting  hospitals’  existing  caps. 

Comment:  One  commenter  stated  that, 
although  it  was  appreciative  of  CMS’ 
attempts  to  create  a  mechanism  for  the 
redistribution  of  residency  slots  from 
closed  hospitals,  the  proposed  priority 
ranking  criteria  may  be  too  restrictive 
for  many  teaching  hospitals  to  achieve. 
The  commenter  asked  CMS  to  consider 
the  ability  of  current  GME  programs  that 
are  able  to  meet  critical  primary  care 
needs  as  a  high  priority  during  the 
application  process. 


Response:  We  believe  we  have 
developed  a  system  to  distribute  slots 
from  closed  hospitals  that  will  be 
administratively  achievable  and  that 
will  primarily  promote  the  continuity  of 
existing  programs.  We  also  recognize 
the  importance  of  training  primary  care 
physicians,  and  we  have  included 
Ranking  Criteria  which  reflect  this 
accordingly. 

Comment:  One  commenter  observed 
that  CMS  included  two  types  of 
scenarios  in  which  an  applicant  hospital 
would  be  categorized  within  Ranking 
Criterion  One:  a  situation  in  which  a 
closed  teaching  hospital  is  acquired  by 
another  hospital  that  continues  to  train 
all  residents  from  the  program  on  the 
same  site;  and  a  situation  in  which  a 
hospital  closes  some  or  all  of  its 
residency  programs  a  year  or  more  prior 
to  the  hospital’s  closure,  and  those 
programs  are  assumed  by  another  • 
hospital  at  a  different  situ.  The 
commenter  agreed  that  hospitals 
assuming  residency  programs  under 
both  of  these  scenarios  should  be 
entitled  to  the  preferential  treatment  of 
Ranking  Criterion  One,  but  believed  that 
■  CMS  inadvertently  omitted  a  third 
example  of  when  this  first  ranking 
criterion  would  apply.  That  is,  the 
commenter  believed  that  a  hospital 
should  also  be  eligible  for  Ranking 
Criterion  One  if  it  is  located  on  a  site 
that  is  different  from  the  closed 
hospital,  and  assumes  an  entire  program 
-  at  the  time  the  hospital  closes  (not  a 
year  or  more  prior  to  the  hospital’s 
closure).  The  commenter  requested  that 
CMS  clarify  that  this  third  scenario 
would  fit  into  Ranking  Criterion  One  as 
well. 

Response:  The  commenter  raises  a 
good  point  and  is  correct  that  we  did 
not  intend  to  exclude  the  third  scenario 
from  qualifying  under’ Ranking  Criterion 
One  which  would  involve  a  hospital 
that  is  located  on  a  different  site  than 
the  closed,  hospital,  and  that  hospital 
assumes  an  entire  program 
simultaneous  to  the  closure  of  the  other 
hospital,  and  not  a  year  or  more  prior 
to  the  hospital’s  closure.  We  are 
clarifying  in  this  final  rule  that  a 
hospital  is  eligible  for  Ranking  Criterion 
One  if  it  is  located  on  a  site  that  is 
different  from  the  closed  hospital,- and 
assumes  an  entire  program  at  the  time 
the  hospital  closes  (not  a  year  or  more 
prior  to  the  hospital’s  closure).  In  fact, 
we  are  adding  a  fourth  scenario  in  this 
final  rule  that  could  fit  into  Ranking 
Criterion  One — that  is,  when  one 
hospital  acquires  another  hospital, 
retires  the  provider  agreement  of  the 
acquired  hospital,  and  creates  a  multi¬ 
campus  hospital,  but  otherwise,  the 
second  campus  continues  to  operate  as 


before.  In  that  case,  the  acquiring 
hospital  may  qualify  under  Ranking 
Criterion  One.  In  addition,  we  are 
clarifying  and  refining  the  timeframe  we 
had  in  mind  when  describing  the 
scenario  where  one  hospital  assumes  a 
program  “a  year  or  more”  prior  to  the 
closure  of  another  hospital  (75  FR 
46423).  We  did  not  mean  that  a  hospital, 
that  took  over  a  program  20  years  before 
the  closure  of  a  hospital  would  qualify 
under  Ranking  Criterion  One.  Rather, 
we  intended  to  convey  a  relatively  short 
timeframe  prior  to  the  hospital’s  closure 
in  which  another  hospital  assumed  a 
program.  For  purposes  of  this  final  rule, 
we  are  clarifying  that  in  order  to  qualify 
under  Ranking  Criterion  One  in  the 
instance  where  a  hospital  assumed  S 
program(s)  from  a  hospital  that  closed 
prior  to  the  hospital’s  closure,  the 
hospital  must  have  assumed  the 
program(s)  in  its  entirety  no  more  than 
5  years  prior  to  the  date  of  the  hospital’s 
closure. 

Comment:  One  commenter  suggested 
that  CMS  reorder  Ranking  Criteria  One 
and  Two  and  give  precedence  to 
applicant  hospitals  that  have  an 
affiliation  agreement  with  the  closing 
hospital.  The  commenter  also  suggested 
that  if  the  applicant  hospital  is  also  a 
member  of  the  affiliated  group  and  a 
corporate  affiliate  (subsidiary,  parent  or 
sister  corporation)  of  the  closing 
hospital,  it  should  be  given  the  highest 
priority  within  Ranking  Criterion  One. 
The  commenter  believed  that  Congress 
intended  to  allow  hospitals  that  are  part 
of  an  affiliated  group,  to  keep  FTEs  that 
would  otherwise  be  lost  because  of  the 
closure  of  a  hospital  within  the 
affiliated  group.  The  commenter 
suggested  that  if  CMS  wishes  to  protect 
programs  that  would  continue  to  run 
after  a  hospital  “closes”  because  it  is 
acquired  (and  its  provider  number 
’terminated),  CMS  could  specify  this 
item  as  the  second  ranking  criterion  as 
long  as  it  specifies  that  this  scenario  is 
a  result  of  an  acquisition.  The 
commenter  further  noted  that  the 
requirement  to  operate  the  program 
exactly  as  it  was  operated  before  may  be 
counterproductive.  The  commenter 
indicated  that  it  may,  for  example,  cause 
the  acquiring  hospital  to  avoid  replacing 
faculty  members  that  were  not 
performing  well  or  making  other 
improvements. 

Response:  We  acknowledge  that 
Congress  desired  to  give  preference  to 
hospitals  that  are  members  of  the  same 
Medicare  GME  affiliated  group  as  the 
closed  hospital  when  distributing  the 
slots  from  the  closed  hospital,  as  stated 
in  section  1886(h)(4)(H)(vi)  of  the  Act, 
as  added  by  section  5506(a)  of  the 
Affordable  Gare  Act.  However,  we  are 
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the  same  Medicare  GME  affiliated  group 
alone,  or  being  a  corporate  affiliate  of 
the  closed  hospital,  warrants  a  greater 
degree  of  preference  than  hospitals  that 
assume  an  entire  program  or  programs 
from  the  closed  hospital.  As  we 
explained  in  the  August  3,  2010 
proposed  rule  (75  FR  46423),  “We  note 
that  we  are  proposing  this  ranking 
criterion  regarding  affiliated  hospitals  as 
second,  after  the  first  ranking  criterion 
regarding  applying  hospitals  that 
assume  an  entire  program  or  programs 
from  the  closed  hospital  because,  even 
though  section  5506  of  the  Affordable 
Care  Act  directs  the  Secretary  to  give 
preference  to  members  of  the  same 
affiliated  group,  we  believe  that  a 
hospital  that  assumes  the  responsibility 
for  an  entire  program  or  programs 
demonstrates  a  commitment  to  maintain 
the  programs  to  an  even  greater  degree 
than  does  a  hospital  that  was  affiliated 
with  the  hospital  that  closed  and  may 
only  be  maintaining  a  portion  of  the 
residency  program  or  programs.” 

Furthermore,  the  commenter  need  not 
be  concerned  that  hospitals  that  would 
fit  into  Ranking  Criterion  Two  would  be 
at  a  disadvantage  and  deprived  of  their 
fair  share  of  slots  to  hospitals  that 
would  fit  under  Ranking  Criterion  One. 

In  fact.  Ranking  Criteria  One  and  Two 
are  not  competing  with  each  other,  and 
hospitals  fitting  into  each  category 
would  get  their  “fair”  share  of  slots.  For 
example,  assume  a  hospital  with  an  FTE 
resident  cap  of  100  closes.  Hospital  A 
assumes  the  entire  programs  in  which 
80  FTE  residents  were  training  when  the 
hospital  closed.  Hospital  B  had  been 
receiving  20  FTE  slots  ft-om  the  closed 
hospital  under  the  terms  of  a  Medicare 
CME  affiliation  agreement.  Hospital  A 
applies  for  80  slots  under  Ranking 
Criterion  One  and,  all  other  things  being 
equal,  is  awarded  80  slots.  Hospital  A 
could  apply  for  more  than  80  slots,  but 
it  could  only  receive  consideration 
under  Ranking  Criterion  One  for  a 
maximum  of  80  slots.  Therefore,  20  slots 
would  remain  for  Hospital  B  to  apply 
for  and  receive  under  Ranking  Criterion 
Two.  Accordingly,  we  do  not  believe  it 
is  necessary  to  reorder  Ranking  Criteria 
One  and  Two. 

Comment:  Some  commenters  asked 
for  clarification  regarding  what  CMS 
meant  by  a  hospital  assuming  an 
“entire”  program.  One  commenter  mged 
CMS  to  be  flexible  with  applicants  for 
Ranking  Criterion  One  and  clarify  that 
a  hospital  that  takes  on  “substantially  all 
of  the  residents  training  in  a  particular 
program  at  the  closed  hospital  prior  to 
the  hospital’s  closvure  or  at  the  time  of 
the  hospital’s  closure”  would  be  deemed 
to  have  assumed  an  “entire”  program. 


may  be  reasons  beyond  the  control  of  an 
applying  hospital  as  to  why  it  may  not 
be  able  to  assume  all  of  the  residents  in 
a  program  from  the  hospital  that  closed, 
unfairly  placing  the  applying  hospital  in 
a  lower  ranking  category  than  Ranking 
Criterion  One.  For  example,  one  or  more 
residents  might  choose  not  to  train  at 
the  applying  hospital  with  the  rest  of 
their  program  colleagues,  but  instead 
may  choose  to  complete  their  training 
elsewhere. 

Additionally,  the  commenters  asked 
CMS  to  define  an  “entire  program”  to 
include  only  FTE  residents  training  in 
the  closed  hospital  at  the  time  of  the 
hospital’s  closure.  For  example,  if  a 
particular  program  at  a  closed  hospital 
consists  of  50  residents,  but  20  were 
training  at  another  hospital  at  the  time 
of  the  closure,  a  hospital  that  agrees  to^ 
assume  the  remaining-  30  residents  who 
were  all  training  at  the  closed  hospital 
should  qualify  under  “Ranking  Criterion 
One,”  even  though  the  hospital  did  not 
assume  the  program’s  full  .complement 
of  50  residents. 

Response:  We  agree  with  the 
commenters  that  flexibility  in  the 
definition  of  “entire”  program  is 
appropriate  because  there  could  be 
reasons  beyond  the  control  of  the 
appfying  hospital  why  it  is  unable  to 
assume  all  of  the  residents  froih  the 
closed  hospital.  The  commenters 
recommended  that  a  hospital  that  takes 
on  “substantially  all  of  the  residents 
training  in  a  particular  program  at  the 
closed  hospital  prior  to  the  hospital’s 
closure  or  at  the  time  of  the  hospital’s 
closure”  would  be  deemed  to  have 
assumed  an  “entire”  program.  We  agree 
with  this  concept,  and  for  purposes  of 
section  5506,  we  are  stating  that  a 
hospital  that  takes  on  90  percent  of  the 
residents  training  in  a  particular 
program  at  the  closed  hospital  within  5 
years  prior  to  the  hospital’s  closure  or 
at  the  time  of  the  hospital’s  closure 
would  be  deemed  to  have  assumed  an 
“entire”  program.  We  note  that  assuming 
the  “entire”  program,  even  if  it  is  90 
percent  or  more  of  the  residents,  implies 
no  limitation  based  on  the  closed 
hospital’s  FTE  resident  cap.  For 
example,  if  a  closed  hospital  is  only 
training  residents  in  an  internal 
medicine  program,  its  FTE  resident  cap 
is  10,  and  it  was  training  15  FTEs,-then 
assumption  of  the  “entire”  program  does 
not  mean  10  FTEs,  it  means  at  least  90 
percent  of  15,  i.e.,  13.5  FTEs.  The 
applying  hospital  may  request  up  to 
13.5  FTEs  under  Ranking  Criterion  One. 

In  the  example  that  the  commenters 
provided  regarding  a  particulcU’  program 
at  a  closed  hospital  that  consists  of  50 
residents,  but  20  were  training  at 


closure,  we  agree  that  a  hospital  that 
assumes  the  remaining  30  residents  who 
were  all  training  at  the  closed  hospital 
should  qualify  under  “Ranking  Criterion 
One,”  even  though  the  hospital  did  not 
assume  the  program’s  full  complement 
of  50  residents.  This  policy  with  regard 
to  what  constitutes  a  “closed  program” 
is  consistent  with  our  current  policy 
and  definition  of  “closure  of  a  hospital 
residency  program”  at  §413.79(h)(l)(ii), 
which  means  “the  hospital  ceases  to 
offer  training  for  residents  in  a 
particular  approved  medical  residency 
training  program.”  This  definition 
recognizes  that  hospitals  often  co¬ 
sponsor  accredited  programs,  so  that 
while  one  of  the  hospitals  may  cease  to 
provide  training  in  tbat  accredited 
program,  the  program  and  rotations  still 
continue  to  exist  at  the  other  hospitals 
that  co-sponsor  and  train  residents  in 
that  same  accredited  program. 
Furthermore,  in  light  of  the  clarified 
definition  of  “entire”  program  above, 
using  this  example,  an  applying  hospital 
need  only  assume  90  percent  of  the  30 
FTE  residents,  or  27  FTE  residents,  in 
this  particular  program  from  the  closing 
hospital.  However,  we  note  that  if  a 
hospital  is  only  assuming  90  percent  of 
the  residents  in  the  program,  then  it 
may  only  apply  to  receive  90  percent  of 
the  slots  in  the  program  under  Ranking 
Criterion  One.  If  the  applying  hospital 
plans  to  further  expand  the  program  and 
can  meet  the  demonstrated  likelihood 
requirement  for  doing  so,  it  may 
possibly  qualify  for  those  additional 
slots  under  Ranking  Criterion  Four 
through  Seven  (but  not  under  Ranking 
Criterion  Three  because  Ranking 
Criterion  Three  is  for  instances  where 
less  than  an  “entire”  program  is 
assumed). 

Comment:  One  commenter 
acknowledged  CMS’  intent  to  promote 
continuity  and  supported  this 
requirement  for  hospitals  that  close  on 
a  going  forward  basis.  However,  the 
commenter  did  not  believe  that  the 
“seamless”  operation  requirement  under 
Ranking  Criterion  One  should  apply  to 
hospitals  that  apply  for  resident  cap 
slots  from  hospitals  that  closed  between 
March  23,  2008,  and  the  date  of 
publication  of  the  final  rule.  Another 
commenter  understood  “seamless”  to 
mecm  that  there  cannot  have  been  a 
point  at  which  the  assumption  of  the 
program  was  interrupted.  The 
commenter  believed  this  requirement  is 
“wholly  unfair”  to  hospitals  that 
assumed  programs  from  hospitals  that 
closed  prior  to  the  publication  of  the 
proposed  or  final  rules.  The  first 
commenter  believed  that  while  these 
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hospitals  may  have  been  willing  to 
provide  a  service  to  the  community  by 
continuing  the  entire  residency  program 
from  the  closed  hospital,  they  were  not 
previously  on  notice  that  they  vvould 
have  to  do  so  “seamlessly.”  The  second 
commenter  asserted  that  this  proposed 
requiremerrt  “drastically  minimizes  the 
importance  to  these  hospitals  of 
Medicare  GME  funding.”  The 
commenters  believed  that  it  is 
unrealistic  and  unfair  for  CMS  to  expect 
a  hospital  to  have  applied  for  ACGME 
approval  to  train  an  entire  program  on 
a  permanent  basis  without  “any  clear 
indication  that  Medicare  funding  would 
be  continuing.”  For  these  reasons,  the  . 
commenters  urged  CMS  to  adopt  the 
“seamless”  requirement  for  Ranking 
Criterion  One  on  a  prospective  basis 
only. 

Response:  As  the  commenters 
acknowledge,  our  intent  in 
implementing  section  5506  is  to 
promote  continuity,  and,  therefore,  our 
intent  is  that  “seamless”  assumption  of 
a  program  from  a  closed  hospital  does 
mean  that  there  cannot  have  been  a 
point  at  which  the  assumption  of  the 
program  was  interrupted.  The 
commenters  are  describing  situations 
where  hospitals  have  closed  in  the  past 
one  or  two  years,  and  while  the 
programs  from  those  closed  hospitah 
may  have  been  transferred  “seamlessly” 
to  the  applying  hospitals  1  or  2  years 
ago,  the  applying  hospitals  have 
allowed  those  programs  to  phase  out,  as 
the  residents  that  had  originally  trained 
at  the  closed  hospital  have  graduated. 

We  understand  that  Medicare  GME 
funding  is  extremely  important  to 
teaching  hospitals,  and  the  absence  of  it 
may  be  a  strong  factor  in  an  applying 
hospital’s  decision  to  allow  a  transferred 
program  to  phase  out.  Further,  we  have 
never  required  other  teaching  hospitals 
to  absorb  additional  residents  on  a 
temporary  or  permanent  basis.  While  we 
do  not  negatively  regard  a  hospital  that 
did  not  seamlessly  assume  a  program  or 
programs  from  hospitals  that  have 
already  closed,  we  also  do  not  see  the 
need  to  reward  these  same  hospitals  by 
ranking  them  under  Ranking  Criterion 
One,  now  that  the  prospect  of  additional 
Medicare  GME  funding  may  be  available 
to  them  and  they  are  willing  to  “revive” 

^  phased-out  programs.  Rather,  we  believe 
these  hospitals  could  apply  for  slots 
under  section  5506  and  may,  in  fact, 
receive  them,  but  they  would  be  ranked 
under  criteria  befow  Ranking  Criterion 
One,  as  appropriate.  Accordingly,  we  do 
not  believe  it  is  necessary  to  adopt  the 
“seamless”  requirement  under  Ranking 
Criterion  One  on  a  prospective  basis. 

Comment:  One  commenter  noted  that 
CMS  proposed  that,  to  qualify  under 


Ranking  Criterion  One,  an  applying 
hospital  must  “continule]  to  operate  the 
program(s)  exactly  as  it  had  been 
operated  by  the  hospital  that  closed 
(that  is,  same  residents,  same  program 
director,  and  same  (or  many  of  the 
same)  teaching  staff).”  While  the 
commenter  understood  that  such 
continuity  may  be  the  likely  outcome  of 
moving  the  entire  program  to  a  new 
hospital,  the  commenter  believed  that 
decisions  about  who  the  program 
director  and  teaching  staff  should  be  are 
better  left  to  the  “leaders  of  academic 
medicine”  to  decide,  and  “should  not  be 
dictated  by  CMS  or  used  as  a  litmus  test 
for  whether  a  hospital  has  “assumed”  an 
entire  program.”  The  commenter 
expressed  particular  concern  about 
these  requirements  in  situations  in 
which  an  already-existing  teaching 
hospital  takes  over  the  entire  program. 
The  commenter  pointed  out  that,  unlike 
nonteaching  hospitals  just  beginning  to 
train  residents,  such  teaching  hospitals 
may  not  need  to  hire  additional  faculty 
or  program  directors,  but  instead,  may 
simply  absorb  the  entire  program  into 
one  of  its  own,  already-established 
residency  training  programs  (perhaps, 
for  example,  to  avoid  having  two 
identical  programs  at  the  same  hospital). 
The  commenter  believed  that  the 
adopting  hospital  should  not  be  forced 
to  hire  these  individuals  from  the  closed 
hospital  to  meet  “Ranking  Criterion 
One.”  The  commenter  argued  that  such 
staffing  decisions  should  be  in  the 
hands  of  the  academic  medical  leaders 
who  assume  responsibility  for  the 
program. 

Response:  In  the  proposed  rule,  we 
defined  “assuming  an  entire  program”  as 
maintaining  the  same  residents,  staff, 
and  program  director  as  the  original 
program  because  that  is  consistent  with 
our  policy,  as  clarified  in  the  FY  2010 
IPPS/LTCH  PPS  final  rule,  regarding  the 
definition  of  assuming  an  existing 
program  (as  distinguished  from  starting 
a  brand  new  program).  However,  we 
believe  that,  in  this  case.  Congress  was 
concerned  with  preservation  of  FTE  cap 
slots,  and  maintaining  continuity  for  the 
residents.  Therefore,  we  agree  with  the 
commenter  that  a  hospital  may  fit  into 
Ranking  Criterion  One  without  taking  in 
the  same  staff  and  program  director  of 
the  closed  hospital,  and  instead  it  may 
be  determined  to  have  assumed  an 
entire  program  if  it  trains  all  of  the 
residents  from  the  closed  hospital’s 
program. 

Comment:  One  commenter  asked 
CMS  to  use  its  authority  to  give  slots 
from  hospitals  that  have  closed  to  be 
used  for  replacement  of  positions  of 
family  medicine  programs  that  have 
closed.  The  commenter  acknowledged 


that  hospitals  frequently  close  family 
medicine  training  programs  and  use  its 
current  slots  to  promote  production  of 
more  lucrative  specialties.  The 
commenter  urged  the  Secretary  to 
utilize  the  authority  under  Ranking 
Criterion  One  to  distribute  slots  from 
the  closed  hospital  to  those  hospitals  in 
the  same  core-based  statistical  area 
(CBSA)  that  have  continued  to  operate 
a  family  medicine  residency  program 
that  was  closed  by  another  hospital  with 
the  same  program  director  and  the  same 
residents  with  the  family  medicine 
residency  program.  The  commenter 
requested  parallel  provisions  under 
Ranking  Criteria  Two  and  Three. 

Response:  Ranking  Criterion  One 
addresses  the  commenter’s  request  to- 
provide  preference  to  hospitals  in  the 
same  CBSA  that  assume  an  entire  family 
medicine  program  that  was  previously 
operated  by  a  hospital  that  closed. 
Although  Ranking  Criterion  One  does 
not  specify  any  one  specialty  in 
particular;  it  does  provide  preference  to 
a  hospital  that  assumed  an  entire 
program  in  any  specialty  (including 
family  medicine)  that  closed  as  a  result 
of  a  hospital  closure.  It  is  important  to 
note  that  in  the  event  a  program  closes 
for  reasons  other  than  hospital  closure 
(assuming  the  hospital  does  not 
subsequently  close  shortly  thereafter  as 
well),  these  slots  will  not  he  available 
for  redistribution  under  section  5506. 

Comments  on  Ranking  Criterion  Two 

Comment:  Some  commenters  believed 
that  CMS  proposed  to  interpret  too 
strictly  the  requirement  for  giving 
preference  to  hospitals  that  are  members 
of  the  same  affiliated  group  as  the 
hospital  that  closed.  The  commenters 
noted  that  section  5506  merely  states 
that  CMS  shall  give  preference  within 
each  geographic  category  “to  hospitals 
that  are  members  of  the  same  affiliated 
group  (as  defined  by  the  Secretary  under 
clause  (ii))  as  the  closed  hospital.”  The 
commenter  hirther  noted  that  CMS 
proposed  that  in  order  to  receive 
preference,  the  applying  hospital  must 
have  received  slots  from  the  closed 
hospital  under  the  terms  of  the 
affiliation  agreement.  The  commenters 
’  asserted  that  Congress  never  limited  this 
priority  to  only  hospitals  that  received 
slots  from  the  closed  hospital  under  the 
affiliation  agreement.  Rather,  the 
commenters  believed  that  having  a 
relationship  with  the  closed  hospital  “in 
the  context  of  a  GME  affiliated  group” 
should  be  sufficient  to  qualify  for 
preference. 

Response:  As  we  have  explained  in 
the  proposed  rule  and  as  the 
commenters  acknowledge,  we  believe 
the  intent  of  section  5506  is  to  promote 
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continuity  and  limit  disruption  in 
residency  training.  In  that  light,  we 
believe  it  is  logical  to  give  preference  to 
a  hospital  that  received  slots  under  the 
terms  of  the  Medicare  GME  affiliation 
agreement  so  that  the  hospital  could 
continue  to  train  at  least  the  number  of 
FTE  residents  it  had  trained  under  the 
terms  of  the  Medicare  GME  affiliation 
agreement,  avoiding  the  displacement  of 
even  more  residents.  We  do  not  see  why 
a  hospital  that  loaned  slots  to  the  closed 
hospital  under  the  terms  of  the 
Medicare  GME  affiliation  agreement 
warrants  special  consideration  if  it 
wants  more  slots,  simply  because  it  was 
a  member  of  the  same  affiliated  group. 
We  further  disagree  with  the 
commenter’s  argument  that  having  a 
relationship  with  the  closed  hospital  “in 
the  context  of  a  GME  affiliated  group” 
should  be  sufficient  to  qualify  for 
preference.  We  note  that  under  the  rules 
of  the  “shared  rotational  arrangement” 

(as  defined  at  §  413.75(b))  which  is  a 
requirement  for  all  members  within  the 
same  Medicare  GME  affiliated  group,  it 
is  possible  for  a  hospital  in  the  same 
Medicare  GME  affiliated  group  as  the 
closed  hospital  not  to  have  any  rotating 
relationship  with  the  closed  hospital — 
it  may  have  a  training  relationship  with 
other  hospitals  in  the  group  which  in 
turn,  had  the  training  relationship  with 
the  closed  hospital.  We  see  no  reason  to 
grant  this  hospital,  which  had  no  direct 
training  relationship  with  the  closed 
hospital,  preference  under  Ranking 
Criterion  Two,  simply  because  it  was  a 
member  of  the  same  Medicare  GME 
affiliated  group  as  the  closed  hospital. 
Therefore,  we  are  not  adopting  the 
commenter’s  recommendation,  and  are 
only  giving  preference  to  hospitals  that 
received  slots  from  the  closed  hospital 
under  the  terms  of  the  Medicare  GME 
affiliation  agreement,  so  that  the 
hospital  could  continue  to  train  at  least 
the  number  of  FTE  residents  it  had 
trained  under  the  terms  of  the  Medicare 
GME  affiliation  agreement.  We  also  note 
that  should  the  hospital  that  received 
slots  from  the  closed  hospital,  or  should 
the  hospital  that  lent  slots  to  the  closed 
hospital,  desire  to  assume  additional 
programs  or  parts  of  programs  from  the 
closed  hospital,  they  may  qualify  for 
slots  for  those  respective  programs 
under  Ranking  Criteria  One,  Three,  or 
others,  as  appropriate. 

Comment:  One  commenter  stated  that 
limiting  preference  to  hospitals  that 
received  slots  under  the  most  recent 
affiliation  agreement  would  deny  some 
hospitals  the  opportunity  to  regain  slots 
unfairly  lost  due  to  prior  affiliation 
agreements.  Therefore,  the  commenter 
asked  CMS  to  expand  preference  for  the 


redistributed  slots  to  hospitals  that  were 
part  of  the  same  affiliated  group  at  any 
point  within  5  years  prior  to  the 
statutory  cut  off  of  March  23,  2008.  The 
commenter  also  asked  CMS  to  ensure 
that  any  hospitals  operating  under  the 
same  provider  number  as  a  member  of 
the  affiliated  group  during  that  time 
period  are  eligible  for  the  slots. 

Response:  In  determining  which 
hospitals  qualify  under  Ranking 
Criterion  Two  regarding  being  in  the 
same  Medicare  GME  affiliated  group  as 
the  hospital  that  closes,  we  believe,  as 
the  proposed  Ranking  Criterion  Two 
specifies,  that  the  hospital  or  hospitals 
that  were  most  recently  affiliated  with 
and  received  slots  from  the  closed 
hospital  would  have  the  most 
immediate  need  for  those  slots. 

Hospitals  that  have  not  been  affiliated 
with  the  closed  hospital  for  a  year  or 
more  would  not  likely  be  as  reliant  on 
the  slots  from  the  closed  hospital,  nor 
would  they  be  affected  quite  so 
significantly  by  the  sudden  closure  of 
the  hospital.  Nevertheless,  we 
acknowledge  that  it  is  possible  that 
limiting  Ranking  Criterion  Two  to  only 
hospitals  that  had  been  affiliated  with 
the  closed  hospital  on  the  most  recent 
Medicare  GME  affiliation  prior  to  the 
hospital’s  closure  in  some  instances 
might  be  too  restrictive,  and  could  deny 
hospitals  that  were  affiliated  with  the 
closed  hospital  in  prior  years  some 
share  of  the  slots  upon  which  they  are 
still  reliant.  We  believe  the  commenter’s 
recommendation  that  CMS  expand 
preference  for  the  redistributed  slots  to 
hospitals  that  were  part  of  the  same 
affiliated  group  at  any  point  withiri  5 
years  prior  to  the  statutory  cut-off  of 
March  23,  2008,  has  merit.  We  believe 
an  administratively  feasible  approach 
would  be  one  in  which,  as  a  first  step, 
we  would  refer  to  the  Medicare  GME 
affiliation  agreement  of  which  the 
closed  hospital  was  a  member  most 
recently  prior  to  its  closure.  Those 
hospitals  in  that  most  recent  Medicare 
GME  affiliation  agreement  that  received 
slots  from  the  closed  hospital  would  get 
first  preference  under  Ranking  Criterion 
Two.  However,  in  the  case  where  the 
most  recent  Medicare  GME  affiliation 
agreement  of  which  the  closed  hospital 
is  a  member  before  it  closes  is  with  a 
hospital  that  also  has  closed  or  is 
closing,  we  would  then  refer  to  a 
previous  affiliation  agreement,  or 
agreements,  but  not  to  Medicare  GME 
affiliation  agreements  that  were  entered 
into  more  than  5  years  prior  to  the 
hospital’s  closure.  Preference  would 
then  be  given  to  an  applying  hospital 
that  was  listed  as  a  participant  in  the 
next  most  recent  Medicare  GME 


affiliation  agreement  of  which  the 
closed  hospital  was  a  member  before  the 
hospital  closed,  but  would  be  limited  to 
affiliations  entered  into  in  the  past  5 
years,  and  that  the  applying  hospital 
received  slots  firom  the  closed  hospital 
under  the  terms  of  that  affiliation 
agreement.  We  are  modifying  Ranking 
Criterion  Two  to  read  as  follows: 

•  Ranking  Criterion  Two.  The 
applying  hospital  was  listed  as  a 
participant  of  a  Medicare  GME  affiliated 
group  on  the  most  recent  Medicare  GME 
affiliation  agreement  of  which  the 
closed  hospital  was  a  member  before  the 
hospital  closed,  and  under  the  terms  of 
that  Medicare  GME  affiliation 
agreement,  the  applying  hospital 
received  slots  from  the  hospital  that 
closed,  and  the  applying  hospital  will 
use  the  additional  slots  to  continue  to 
train  at  least  the  number  of  FTE 
residents  it  had  trained  under  the  terms 
of  the  Medicare  GME  affiliation 
agreement.  If  the  most  recent  Medicare 
GME  affiliation  agreement  of  which  the 
closed  hospital  was  a  member  before  the 
hospital  closed  was  with  a  hospital  that 
itself  has  closed  or  is  closing,  preference 
would  be  given  to  an  applying  hospital 
that  was  listed  as  a  participant  in  the 
next  most  recent  Medicare  GME 
affiliation  agreement  (but  not  one  which 
was  entered  into  more  than  5  years  prior 
to  the  hospital’s  closure)  of  which  the 
first  closed  hospital  was  a  member 
before  the  hospital  closed,  and  that 
applying  hospital  received  slots  from 
the  closed  hospital  under  the  terms  of 
that  affiliation  agreement. 

Finally,  to  address  the  commenter’s 
request,  we  are  confirming  that  a 
hospital  that  undergoes  a  name  change 
but  whose  provider  number  and 
agreement  do  not  change  while  it  is  a. 
member  of  the  affiliated  group  during 
the  5  A^ears  prior  to  the  closure,  could 
be  eligible  for  receipt  of  slots  from  the 
closed  hospital. 

Comment:  One  commenter  requested 
that  CMS  confirm  that  the  Ranking 
Criterion  Two  preference  would  be 
given  only  for  the  total  number  of 
resident  slots  that  the  applying  hospitil 
actually  received  from  the  closed 
hospital  pursuant  to  the  former 
affiliation  agreement  between  them. 

Response:  In  the  August  3,  2010 
proposed  rule  (75  FR  46423),  we 
describe  that  Ranking  Criterion  Two 
gives  preference  to  hospitals  that  are 
“listed  as  a  participant  of  a  Medicare 
GME  affiliated  group  on  the  most  recent 
Medicare  GME  affiliation  agreement  of 
which  the  hospital  was  a  member  before 
the  hospital  closed,  and  under  the  terms 
of  that  Medicare  GME  affiliation 
agreement,  the  applying  hospital 
received  slots  from  the  hospital  that 
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closed,  and  the  applying  hospital  will 
use  the  additional  slots  to  continue 
training  at  least  the  number  of  FTE 
residents  it  had  trained  under  the  terms 
of  the  Medicare  GME  affiliation 
agreement.”  Therefore,  under  Ranking 
Criterion  Two,  a  hospital  may  request  as 
many  slots  as  it  received  under  its  most 
recent  affiliation  agreement.  This  would 
be  the  number  of  FTE  residents  that 
were  transferred  from  the  closed 
hospital  in  the  most  recent  affiliation 
agreement  (or  as  amended  by  June  30  of 
that  academic  year,  if  applicable). 
Therefore,  under  Ranking  Criterion  2, 
preference  would  only  be  given  for  the 
total  number  of  residents  slots  that  the  . 
applying  hospital  actually  received  from 
the  closed  hospital. 

Comment:  One  commenter  suggested 
that  CMS  reorder  Ranking  Criteria  One 
and  Two  and  give  precedence  to 
applicant  hospitals  that  have  an 
affiliation  agreement  with  the  closing 
hospital.  The  commenter  also  suggested 
that  if  the  applicant  hospital  is  also  a 
member  of  the  affiliated  group  and  a 
corporate  affiliate  (subsidiary,  parent  or 
sister  corporation)  of  the  closing 
hospital,  it  should  be  given  the  highest 
priority  within  Ranking  Criterion  One. 
The  commenter  believed  that  Congress 
intended  to  allow  hospitals  that  are  part 
of  an  affiliated  group  to  keep  FTEs  that 
would  otherwise  be  lost  because  of  the 
closure  of  a  hospital  within  the 
affiliated  group.  The  commenter 
suggested  that  if  CMS  wishes  to  protect 
programs  that  would  continue  to  run 
after  a  hospital  “closes”  because  it  is 
acquired  (and  its  provider  number 
terminated),  CMS  could  specify  this 
item  as  the  second  ranking  criterion  as 
long  as  it  specifies  that  this  scenario  is 
a  result  of  an  acquisition.  The., 
commenter  further  noted  that  the 
requirement  to  operate  the  program 
exactly  as  it  was  operated  before  may  be 
counterproductive.  The  commenter 
stated  that  it  may,  for  example,  cause 
the  acquiring  hospital  to  avoid  replacing 
faculty  members  that  were  not 
performing  well  or  making  other 
improvements. 

Response:  We  disagree  with  the 
commenter’s  suggestion  that  we  reorder 
the' Ranking  Criteria  to  give  first 
preference  to  hospitals  that  wmre 
members  of  the  same  affiliated  group  as 
the  closed  hospital,  and  rather,  we 
assert  that  the  primary  principle  for  a 
section  5506  is  continuity  of  existing 
training.  Therefore,  we  are  finalizing  our 
proposal  to  give  priority  to  a  hospital 
that  will  continue  to  operate  the  existing 
program,  either  at  the  original  site  or  at 
another  hospital. 

Comment:  One  commenter  noted  that 
while  under  CMS’  ranking  criteria, 


hospitals  are  awarded  slots  from  a 
closed  hospital  for  particular  uses  (for 
example,  to  establish  a  new  or  expand 
an  existing  geriatrics  residency 
program),  CMS  did  not  specify  the 
period  of  time  during  which  these  slots 
would  be  restricted  to  these  specific 
uses.  The  commenter  believed  that  CMS 
should  place  a  5-year  limit  on  hospitals’ 
obligation  to  use  the  slots  for  the 
purpose  for  which  the  hospital  is 
awarded  the  slots,  as  this  amount  of 
time  is  consistent  with  the  amount  .of 
time  with  the  restrictions  Congress 
imposed.  Furthermore,  the  commenter 
stated  that  while  it  is  unlikely  that 
hospitals  would  change  their  programs 
after  only  five  years,  they  should  be 
permitted  the  flexibility  to  adapt  their 
programs  as  their  educational  needs  or 
the  patient  care  needs  of  the  community 
change. 

Several  commenters  also  disagreed 
with  the  proposal  that  any  slots 
awarded  through  the  closed  hospital 
redistribution  program  may  not  be  used 
as  part  of  the  aggregate  cap  in  a 
Medicare  CME  affiliation  agreement, 
and  encouraged  CMS  to  permit 
hospitals  to  use  these  slots  as  part  of  a 
CME  affiliation  agreement.  One 
commenter  suggested  that  perhaps  CMS 
could  permit  hospitals  to  use  these  slots 
as  part  of  a  CME  affiliation  agreement 
after  5  years. 

Response:  As  w^e  have  stated  in  this 
final  rule,  each  application  by  a  hospital 
must  be  program  specific.  That  is,  the 
hospital  must  complete  a  separate  CMS 
Evaluation  Form  for  each  program  and 
demonstrate  the  likelihood  of  filling  the 
slots  in  each  program.  However, 
increases  in  hospital’s  FTE  resident  caps 
under  section  5506  for  direct  CME  and 
IME,  once  granted  to  a  hospital,  are  no 
longer  program  specific.  Rather,  the 
caps  are  applied  to  any  residents  the 
hospital  trains  in  excess  of  its  otherwise 
applicable  FTE  cap(s)  (which  could 
include  the  hospital’s  1996  caps,  subject 
to  permanent  adjustments  for  new 
programs  or  reductions  under  section 
1886(h)(4)(H)  of  the  Act). 

We  also  note-that  hospitals  must  sign 
an  attestation  as  part  of  the  hospital’s 
application  for  the  overall  increase  to 
the  cap  under  section  5506  to  certify 
that  the  information  claimed  in  the 
application  is  true  at  the  time  of  the 
application.  Thus,  if  a  hospital  claims 
on  one  of  its  CMS  Evaluation  Forms  that 
the  hospital  is  applying  for  the  increase 
because  it  plans  to  use  the  FTEs  because 
it  is  training  residents  from  a  program 
or  a  hospital  that  closed,  and  the 
applicant  hospital  no  longer  qualifies 
for  a  temporary  adjustment  to  its  cap,  at 
least  at  the  time  of  the  application,  the 
hospital  intends  to  use  at  least  that  part 


of  its  section  5506  cap  for  this  stated 
purposes  (that  is,  the  purposes 
documented  in  the  hospital’s 
application). 

We  agree  with  the  commenters  that 
slots  awarded  under  section  5506 
should  be  permitted  for  use  as  part  of 
the  aggregate  cap  in  a  Medicare  CME 
affiliation  agreement.  As  we  stated  in 
response  to  a  similar  comment  received 
regarding  section  5503  slots,  we 
understand  that  training  needs  can 
change  over  time,  and  there  may  be  a 
need  to  cross-train  residents  in  different 
hospital  settings.  In  addition,  since  slots 
received  under  section  5506  are  to  be 
paid  with  the  same  direct  CME  PRA  and 
IME  multiplier  as  a  hospital’s  other 
residents  (unlike  slots  received  under- 
section  422  of  the  MMA  which  are  paid 
at  different  payment  rates),  it  would  not 
present  an  administrative  burden  to 
include  section  5506  slots  in  Medicare 
CME  affiliation  agreements.  The 
commenter  suggested  that  we  allow  the 
slots  awarded  under  section  5506  to  be 
used  in  Medicare  CME  affiliation 
agreements  after  5  years.  We  believe  5 
years  is  a  reasonable  timeframe  for 
hospitals  to  use  the  slots  they  received 
for  the  purpose  for  which  they  applied 
for  those  slots.  After  a  5-year  period,  a 
hospital  that  received  slots  under 
section  5506  may  use  those  slots  as  part 
of  its  FTE  residents  caps  in  a  Medicare 
CME  affiliation  agreement.  The  5  years 
will  begin  prospectively  from  the  date 
that  the  slots  were  made  permanent  at 
each  respective  hospital. 

Comments  on  Ranking  Criterion  Three 

Comment:  Commenters  requested 
that,  as  under  Ranking  Criterion  One, 
CMS  not  require  that  a  hospital  must 
have  requested  a  permanent  expansion 
of  their  residency  program  from  the 
accrediting  body  prior  to  the  conclusion 
of  the  training  of  a  displaced  resident  in 
order  to  qualify  for  Ranking  Criterion 
Three,  or  that  CMS  not  require  that  the 
applying  hospital  must  have 
permanently  expanded  its  program 
immediately  following  the  completion 
of  the  displaced  residents’  training.  One 
commenter  requested  that  here  too, 

CMS  should  apply  any  similar 
“seamless”  approach  on  a  prospective 
basis  only. 

Response;  As  we  stated  in  response  to 
the  similar  previous  comment  regarding 
Ranking  Criterion  One,  our  intent  in 
implementing  section  5506  is  to 
promote  continuity.  Therefore,  in  order 
to  qualify  under  Ranking  Criterion 
Three,  the  applying  hospital  must  have 
permanently  expanded  its  program 
immediately  following  the  completion 
of  the  displaced  residents’  training.  If 
there  was  an  interruption  in  the 
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expansion  of  the  program,  perhaps  the 
hospital  could  apply  for  slots  under 
section  5506,  and  may  in  fact  receive 
them,  but  the  hospital  would  be  ranked 
under  a  criterion  below  Ranking 
Criterion  Three,  as  appropriate. 
Accordingly,  we  do  not  believe  it  is 
necessary  to  adopt  the  “seamless” 
requirement  under  Ranking  Criterion 
Three  on  a  prospective  basis. 

Comment:  Some  commenters 
requested  that  Ranking  Criterion  Three 
should  apply  to  a  hospital  that  took  in 
displaced  residents,  regardless  of 
whether  the  applying  hospital  actually 
qualified  for  and  received  a  temporary 
cap  adjustment  for  the  displaced 
resident(s).  One  commenter  also 
observed  that,  in  the  proposed  rule, 

CMS  did  not  specify  the  means  by 
which  a  hospital  would  need  to 
demonstrate  that  it  took  in  displaced 
residents  (that  is,  CMS  did  not  specify 
that  only  a  hospital  that  actually 
received  a  temporary  cap  adjustment  for 
the  displaced  resident(s)  could  qualify 
under  Ranking  Criterion  Three).  The 
commenter  argued  that,  regardless  of 
whether  the  applying  hospital  needed  or 
received  a  temporary  cap  adjustment, 
the  applying  hospital  “performed  no  less 
of  a  service  to  the  community  and  to  the 
resident’s  education  as  a  hospital  that 
required  temporary  cap  slots  to  be  paid 
for  the  residents’  training  time.”  The 
commenter  requested  that  CMS  be 
flexible  in  the  ways  it  would  allow  a 
hospital  to  demonstrate  that  it  took  in 
displaced  residents,  including  through 
ACGME  documents  indicating  approval 
for  temporary  training. 

Response:  We  disagree  with  the 
commenter’s  argument  that  regardless  of 
whether  the  applying  hospital  needed  or 
received  a  temporary  cap  adjustment, 
the  applying  hospital  “performed  no  less 
of  4  service  to  the  community  and  to  the 
resident’s  education  as  a  hospital  that 
required  temporary  cap  slots  to  be  paid 
for  the  residents’  training  time.” 
Moreover,  we  believe  that  whether  the 
applying  hospital  actually  needs  a 
temporary'  cap  adjustment  is  indeed 
relevant  because  a  hospital  that  has 
sufficient  room  under  its  FTE  resident 
cap  to  train  displaced  residents  would 
not  need  to  apply  for  additional  slots 
under  section  5506  in  order  to  continue 
training  those  residents.  Therefore,  such 
a  hospital  would  only  need  to  apply 
under  Ranking  Criterion  Three  if  it  is 
currently  training  residents  in  excess  of 
its  FTE  resident  cap.  However,  it  is 
possible  that  a  hospital  may  not  have 
received  a  temporary  cap  adjustment 
because  at  the  time  of  hospital  closure, 
there  simply  were  not  enough  available 
caps  available  to  cover  each  of  the 
displaced  residents.  In  such  a  case,  the 


hospital  could  demonstrate  a  need  for 
additional  caps  to  continue  training  the 
displaced  residents  in  the  absence  of  a 
temporary  cap  adjustment.  With  regard 
to  the  commenter’s  second  point,  we 
will  accept  ACGME  documents  that 
indicate  approval  for  temporary  training 
as  legitimate  documentation  to 
demonstrate  that  a  hospital  took  in 
displaced  residents. 

Comment:  One  commenter  suggested 
that,  similar  to  Ranking  Criterion  One. 
CMS  Umit  the  number  of  residency  slots 
that  could  be  awarded  to  an  applying 
hospital  under  Ranking  Criterion  Three 
to  tbe  actual  number  of  individual 
residents  that  the  applying  hospital  took 
in  and  trained  through  the  completion 
of  their  residencies. 

Response:  We  agree  with  the 
commenter  and  will  limit  the  number  of 
residency  slots  that  will  be  awarded  to 
an  applying  hospital  under  Ranking 
Criterion  Three  to  the  actual  number  of 
individual  displaced  FTE  residents  that 
the  applying  hospital  took  in  and 
trained  through  the  completion  of  their 
residencies. 

Comments  on  Ranking  Criteria  Four 
Through  Seven 

Comment:  One  commenter 
acknowledged  that  CMS  devised  the 
Ranking  Criteria  Four  through  Eight 
consistent  with  the  spirit  of  the 
preferred  specialties  under  section  5503, 
but  did  not  believe  it  is  appropriate  for 
CMS  to  make  judgments  regarding  the 
appropriateness  of  one  type  of  program 
versus  another  “absent  a  clear  directive 
within  the  ACA.”  The  commenter 
believed  all  primary  care  programs  and 
general  surgery  were  deemed  equally 
important  witbin  section  5503,  and 
therefore,  geriatrics  should  not  be 
favored,  nor  should  primary  care  be 
ranked  above  general  surgery.  The 
commenter  recommended  tbat  Ranking 
Criteria  Four  through  Eight  be 
simplified  and  collapsed  into  the 
following  three  criteria: 

•  Recommended  Ranking  Criterion 
Four:  Applying  hospital  does  not  meet 
ranking  criterion  1,  2,  or  3,  is  located  in 
a  HPSA,  and  is  seeking  to  establish  or 
expand  a  primary  care  or  general 
surgery  residency  program. 

•  Recommendea  Ranking  Criterion 
Five:  Applying  hospital  does,  not  meet 
ranking  criterion  1,  2,  or  3,  is  not 
located  in  a  HPSA,  and  is  seeking  to 
establish  or  expand  a  primary  care  or 
general  surgery  residency  program. 

•  Recommended  Ranking  Criterion 
Six:  Applying  hospital  seeks  the  slots 
for  purposes  that  do  not  fit  into  any  of 
the  above  ranking  criteria. 

Another  commenter  suggested  that 
Ranking  Criteria  Four,  Five,  and  Six 


should  be  reorganized  to  place  a  higher  L 
priority  on  primary  care  rather  than  I 
geriatrics.  The  commenter  believed  that,  I 
based  on  available  data,  there  is  a  P 

greater  need  for  primary  ceire  than  for  I 
geriatrics  in  communities  that  have  ! 

large  Medicare  and  Medicaid  I 

populations.  The  commenter  also  noted  f 
that  Ranking  Criterion  4  does  not  • 

require  the  applying  hospital  to  use  1 
every  additional  slot  to  establish  a  new  | 
or  expand  an  existing  geriatrics 
residency  program,  but  proposed 
Criteria  5  and  6  would  require  the 
applying  hospital  to  use  all  the 
additional  slots  for  primary  care  j 

residency  programs.  The  commenter  ! 

believed  that  this  distinction  suggests 
that  CMS  recognizes  the  need  for 
additional  primary  care  residency  slots  i 
and  therefore  should  support  the  | 

reprioritization  of  Ranking  Criteria  Four,  [ 
Five,  and  Six.  | 

This  same  commenter  was  supportive  i 
of  Ranking  Criteria  Seven  and  Eight.  [ 

The  commenter  also  provided  some 
additional  criteria  that  could  be  used  in 
this  process.  The  suggested  additional 
criteria  include:  (1)  The  percentage  by 
which  the  applying  hospital  is  operating 
above  its  Medicare-funded  GME  and 
IME  FTE  caps;  (2)  whether  the  applying 
hospital  qualifies  for  DSH  payments; 
and  (3)  the  ratio  of  unfunded  residents 
to  Medicare  census.  The  commenter 
also  suggested  that,  within  each  •  * 

criterion,  preference  should  be  given  to  i 
hospitals  that  were  deemed  qualified  to  i 
receive  additional  FTE  slots  pursuant  to 
section  422  of  the  MMA,  but  that  did 
not  receive  any  additional  slots  through 
that  process. 

Response:  We  agree  with  the  first 
commenter’s  suggestions  regarding 
simplifying  and  collapsing  Ranking 
Criteria  Four,  Five,  and  Six.  However, 
the  commenter  did  not  specify  that  the 
applying  hospital  will  use  “all”  the 
additional  slots  toward  primary  care  or 
general  surgery,  and  we  are  adding  “all” 
to  our  final  ranking  criteria  as  follows: 

•  Ranking  Criterion  Five:  Applying 
hospital  does  not  meet  ranking  criterion 
1,  2,  or  3,  is  located  in  a  HPSA,  and  will 
use  all  the  additional  slots  to  establish 
or  expand  a  primary  care  or  general 
surgery  residency  program. 

•  Ranking  Criterion  Six:  Applying 
hospital  does  not  meet  ranking  criterion 
1,  2,  or  3,  is  not  located  in  a  HPSA,  and 
will  use  all  the  additional  slots  to 
establish  or  expand  a  primary  care  or 
general  surgery  residency  program. 

•  Ranking  Criterion  Seven:  Applying 
hospital  seeks  the  slots  for  purposes  that 
do  not  fit  into  any  of  the  above  ranking 
criteria. 

We  also  agree  that  general  surgery 
should  not  be  given  priority  over  other 
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primary  care  specialties.  However,  we 
do  believe  that  geriatrics  should  be 
favored  within  the  section  5506  ranking 
criteria,  as  the  field  of  geriatrics 
specifically  serves  the  beneficiaries  of 
the  Medicare  program.  Therefore,  we  are 
retaining  our  original  Ranking  Criteria 
four,  and  we  are  adopting  the  Ranking 
Criteria  Five,  Six,  and  Seven  stated 
above. 

With  regard  to  the  comment  that 
Ranking  Criterion  Four  does  not  require 
all  of  the  slots  awarded  to  be  used 
toward  geriatrics,  unlike  the  final 
Ranking  Criteria  Five,  Six,  and  Seven 
that  do  require  all  of  the  slots  awarded 
to  be  used  toward  each  criterion’s 
respective  specialty,  we  are  specifically 
not  requiring  all  of  the  slots  awarded 
under  Ranking  Criteria  Four  to  he  used 
for  geriatrics  because  a  hospital  may  not 
necessarily  need  so  many  slots  for 
geriatrics  fellowships,  which  typically 
are  not  large  programs.  Therefore, 
because  applications  under  section  5506 
are  program-specific,  we  believe  that  a 
hospital  that  is  applying  for  slots  for  use 
in  a  geriatrics  program  should  not  be 
precluded  ft-om  also  applying  for  slots 
for  other  programs  (although  the 
requests  for  those  other  programs,  even 
other  primary  care  or  surgery  programs, 
would  fall  under  Ranking  Criterion 
Seven).  We  are  not  adopting  the  second 
commenter’s  remaining  suggestions  for 
additional  criteria,  as  they  represent 
goals  and  policies  that  do  not 
necessarily  align  with  the  policy  goal  of 
section  5506,  which  is  continuity  and 
preservation  of  existing  GME 
infrastructure  in  an  area. 

Comment:  One  commenter  requested 
that  a  ranking  criterion  preference 
should  be  given  to  hospitals  training 
primary  care  residents,  particularly 
family  medicine  residents,  with 
“principal  preference”  given  to  hospitals 
that  have  been  operating  a  family 
medicine  program  as  of  the  enactment 
of  the  Affordable  Care  Act,  and  have 
been  doing  so  without  Medicare  GME 
reimbursement,  and  do  not  have  an  FTE 
cap  established.  The  commenter 
believed  that  hospitals  that  are 
supporting  programs  that,  by 
application  of  CMS  regulations,  have 
not  qualified  for  payment  “would  be 
greatly  strengthened”  by  the  receipt  of 
slots  from  teaching  hospitals  that 
closed.  The  commenter  believed  that 
CMS  should  establish  a  first  priority 
Ranking  Criterion  for  such  hospitals, 
across  the  first  three  of  the  priority  order 
groupings  (for  example,  CBSA,  State, 
and  region).  Alternatively,  the 
commenter  suggested  that  Ranking 
Criteria  Five  and  Six  be  combined  and 
become  Ranking  Criterion  One,  with  the 
proposed  Ranking  Criterion  One  being 


redesignated  as  Ranking  Criterion  Two, 
and  so  forth.  The  commenter  noted  that, 
to  the  extent  that  an  applying  hospital 
is  requesting  slots  because  it  is 
assuming  or  assumed  an  entire  program, 
the  new  primary  care  Ranking  Criterion 
One  would  “work  in  tandem”  with  the 
proposed  rule’s  Ranking  Criterion  One. 

Response:  We  believe  that  the 
commenter  is  requesting  that  points  be 
assigned  to  a  new  teaching  hospital  that 
offers  family  medicine  training  without 
receipt  of  Medicare  payment.  However, 
we  did  not  propose  to  create  a  point 
system  under  section  5506  as  it  did 
under  section  5503.  Furthermore,  there 
is  no  need  for  us  to  provide  additional 
preference  to  family  medicine  programs 
because  we  already  provide  preference 
for  primary  care  programs  under 
Ranking  Criteria  Five  and  Six.  Because 
family  medicine  is  also  primary  care, 
family  medicine  programs  would 
receive  preference  under  these  ranking 
criteria.  We  also  note  that  the 
commenter  described  an  applying 
hospital  that  is  assuming  or  assumed  an 
entire  program;  therefore,  it  is  possible 
that  the  commenter’s  hospital  may 
already  qualify  under  Ranking  Criterion 
One,  and  additional  preference  for 
family  medicine  or  primary  care  may 
not  be  necessary. 

After  consideration  of  the  public 
comments  we  received,  we  are 
finalizing  the  following  Ranking 
Criteria: 

□  Ranking  Criterion  One.  The 
applying  hospital  is  requesting  the 
increase  in  its  FTE  resident  cap(s) 
because  it  is  assuming  (or  assumed)  an 
entire  program  (or  programs)  from  the 
hospital  that  closed,  and  the  applying 
hospital  is  continuing  to  operate  the 
program(s)  exactly  as  it  had  been 
operated  by  the  hospital  that  closed 
(that  is,  same  residents,  possibly  the 
same  program  director^  and  possibly  the 
same  (or  many  of  the  same)  teaching 
staff). 

□  Ranking  Criterion  Two.  The 
applying  hospital  was  listed  as  a 
participant  of  a  Medicare  GME  affiliated 
group  on  the  most  recent  Medicare  GME 
affiliation  agreement  of  which  the 
closed  hospital  was  a  member  before  the. 
hospital  closed,  and  under  the  terms  of 
that  Medicare  GME  affiliation 
agreement,  the  applying  hospital 
received  slots  from  the  hospital  that 
closed,  and  the  applying  hospital  will 
use  the  additional  slots  to  continue  to 
train  at  least  the  number  of  FTE 
residents  it  had  trained  under  the  terms 
of  the  Medicare  GME  affiliation 
agreement.  If  the  most  recent  Medicare 
GME  affiliation  agreement  of  which  the 
closed  hospital  was  a  member  before  the 
hospital  closed  was  with  a  hospital  that 


itself  has  closed  or  is  closing,  preference 
would  be  given  to  an  applying  hospital 
that  was  listed  as  a  participant  in  the 
next  most  recent  Medicare  GME 
affiliation  agreement  (but  not  one  which 
was  entered  into  more  than  5  years  prior 
to  the  hospital’s  closure)  of  which  the 
first  closed  hospital  was  a  member 
before  the  hospital  closed,  and  that 
applying  hospital  received  slots  from 
the  closed  hospital  under  the  terms  of 
that  affiliation  agreement. 

□  Ranking  Criterion  Three.  The 
applying  hospital  took  in  residents 
displaced  by  the  closure  of  the  hospital, 
but  is  not  assuming  an  entire  program 
or  programs,  and  will  use  the  additional 
slots  to  continue  training  residents  in 
the  same  programs  as  the  displaced 
residents,  even  after  those  displaced 
residents  complete  their  training  (that 
is,  the  applying  hospital  is  permanently 
expanding  its  own  existing  programs). 

□  Ranking  Criterion  Four.  The 
applying  hospital  does  not  fit  into 
Ranking  Criteria  One,  Two,  or  Three, 
and  will  use  additional  slots  to  establish 
a  new  or  expand  an  existing  geriatrics 
residency  program. 

□  Ranking  Criterion  Five:  Applying 
hospital  does  not  meet  Ranking 
Criterion  One,  Two,  or  Three,  is  located 
in  a  HPSA,  and  will  use  all  the 
additional  slots  to  establish  or  expand 
a  primary  care  or  general  surgery 
residency  program. 

□  Ranking  Criterion  Six:  Applying 
hospital  does  not  meet  Ranking 
Criterion  One,  Two,  or  Three,  is  not 
located  in  a  HPSA,  and  will  use  all  the 
additional  slots  to  establish  or  expand 
a  primary  care  or  general  surgery 
residency  program. 

□  Ranking  Criterion  Seven:  Applying 
hospital  seeks  the  slots  for  purposes  that 
do  not  fit  into  any  of  the  above  ranking 
criteria. 

We  are  also  finalizing  the  following 
policies  with  regard  to  the  Ranking 
Criteria: 

•  For  purposes  of  section  5506,  we 
are  stating  that  a  hospital  that  takes  on 
90  percent  of  the  residents  training  in  a 
particular  program  at  the  closed  hospital 
within  5  years  prior  to  the  hospital’s 
closure  or  at  the  time  of  the  hospital’s 
closure  would  be  deemed  to  have 
assumed  an  “entire”  program. 

•  Under  Ranking  Criterion  Two,  we 
are  only  giving  preference  to  hospitals 
that  received  slots  from  the  closed 
hospital,  under  the  terms  of  the 
Medicare  GME  affiliation  agreement  so 
that  the  hospital  could  continue  to  train 
at  least  the  number  of  FTE  residents  it 
had  trained  under  the  terms  of  the 
Medicare  GME  affiliation  agreement. 

•  Slots  awarded  under  section  5506 
may  be  used  as  part  of  the  aggregate  cap 
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in  a  Medicare  GME  affiliation  agreement 
after  five  years  from  the  date  of  their 
award. 

6.  Demonstrated  Likelihood  of  Filling 
the  Positions  Within  a  Certain  Time 
Period 

Section  1886{h)(4)(H)(vi)  of  the  Act, 
as  added  by  section  5506(a)  of  the 
Affordable  Care  Act,  does  not  place  a 
limit  on  the  number  of  slots  an  applying 
hospital  may  request,  although  under 
section  1886{h)(4){H){iv)(IV)  of  the  Act, 
the  Secretary  must  ensure  that  the 
aggregate  number  of  increases  to 
hospitals’  FTE  residents  caps  are  equal 
to  the  FTE  residents  caps  of  the  hospital 
that  closed.  However,  section 
1886(h)(4)(H){iv)(III)  of  the  Act  specifies 
that  the  Secretary  may  only  award  slots 
to  an  applying  hospital  “if  the  Secretary 
determines  that  the  hospital  has 
demonstrated  a  likelihood  of  filling  the 
positions  made  available  under  this 
clause  within  3  years.”  In  the  August  3, 
2010  proposed  rule  (75  FR  46424),  we 
proposed  that  hospitals  must  provide 
documentation  to  demonstrate  the 
likelihood  of  filling  requested  slots 
under  section  5506  within  3  years.  For 
example,  the  applying  hospital  would 
document  that  it  does  not  have 
sufficient  room  under  its  FTE  resident 
caps  to  take  in  the  additional  residents, 
and  has  approval  from  the  relevant 
accrediting  body  to  take  over  the  closed 
hospital’s  residency  program(s),  dr 
expand  its  own  residency  program(s)  to 
reflect  a  permanent  commitment  to  train 
additional  residents.  We  proposed  that 
“within  3  years”  would  mean  within  the 
3  academic  years  immediately  following 
the  application  deadline  to  receive  slots 
after  a  particular  hospital  closes.  For 
example,  where  the  application 
deadline  is  April  1,  2011,  the 
immediately  following  academic  year  is 
July  1,  2011,  and  therefore,  hospitals 
must  demonstrate  the  likelihood  of 
filling  their  slots  by  June  30,  2014. 

We  did  not  receive  any  public 
comments  on  this  section,  but  as  noted 
in  response  to  a  previous  comment,  we 
are  adding  to  the  Demonstrated 
Likelihood  Criteria  for  section  5506  in 
this  final  rule  that  if  the  hospital  has 
made  a  commitment  to  start  a  new 
program,  or  if  the  hospital  is  seeking 
approval  from  the  relevant  accrediting 
body  to  take  over  the  closed  hospital’s 
residency  program(s),  the  hospital  may 
submit  documentation  that  it  has  made 
a  commitment  to  start  a  new  program  or 
take  over  the  program(s),  respectively. 

7.  No  Duplication  of  FTE  Cap  Slots 

Section  5506(d)  of  the  Affordable  Care 
Act  specifies  that  “the  Secretary  shall 
give  consideration  to  the  effect  of  the 


amendments  made  by  this  section  on 
any  temporary  adjustment  to  a 
hospital’s  FTE  cap  under  §  413.79(h) 

*  *  *  (as  in  effect  on  the  date  of 
enactment  of  this  Act)  in  order  to  ensure 
that  there  is  no  duplication  of  FTE  slots 

*  *  *.”  Under  existing  regulations  at 
§  413.79(h),  hospitals  that  take  in 
residents  that  are  displaced  by  the 
closure  of  Another  hospital  may  receiv'e 
temporary  increases  to  their  FTE 
resident  caps  so  that  they  may  receive 
payment  for  training  the  specific 
displaced  residents.  The  temporary  cap 
adjustment  lasts  only  tor  the  duration  of 
a  specific  displaced  resident’s  training. 

In  distributing  slots  permanently  under 
section  5506,  we  may  need  to  be 
cognizant  of  the  number  of  FTE 
residents  for  whom  a  temporary  FTE 
cap  adjustment  was  provided,  and  when 
those  residents  will  complete  their 
training,  at  which  point  the  temporary 
slot  associated  with  those  displaced 
residents  would  be  available  for 
permanent  redistribution.. 

In  the  proposed  rule,  we  stated  that 
we  believe  it  will  only  be  necessary  to 
delay  permanent  assignment  of  FTE  cap 
slots  in  instances  where  if,  after 
fulfilling  the  requests  of  hospitals  that 
qualify  to  receive  additional  slots  under 
Ranking  Criteria  One,  Two,  and  Three, 
there  are  still  excess  slots  available.  In 
the  case  where  an  applying  hospital  fits 
within  Ranking  Criterion  One,  in  the 
August  3,  2010  proposed  rule  (75  FR 
46424),  we  proposed  to  revise  the 
existing  regulations  at  §  413.79(h) 
limiting  temporary  cap  adjustments  for 
displaced  residents  by  the  number  of 
FTE  residents  in  the  program(s)  in 
which  the  applying  hospital  is  operating 
seamlessly.  We  proposed  to 
immediately  assign  permanently  that 
number  of  FTE  slots  to  the  qualifying 
hospital.  For  example,  if  teaching 
hospital  B  assumes  an  entire  internal 
medicine  program  with  20  FTEs  from 
closed  hospital  A,  no  temporary  FTE 
cap  adjustment  under  §  413.79(h)  would 
be  needed  for  those  internal  medicine 
residents,  and  teaching  hospital  B 
would  immediately  receive  a  permanent 
FTE  resident  cap  increase  of  10  FTE 
residents.  Similarly,  in  the  case  where 
an  applying  hospital  fits  within  Ranking 
Criterion  Two,  we  proposed  to  revise 
the  existing  regulations  at  §  413.79(h) 
limiting  temporary  cap  adjustments  for 
disnlaced  residents  by  the  number  of 
FTE  residents  that  the  applying  hospital 
received  under  the  terms  of  the 
affiliation  agreement  from  the  closed 
hospital.  We  proposed  to  immediately 
assign  permanently  that  number  of  F'TE 
slots  to  the  qualifying  hospital.  For 
example,  if  teaching  hospital  D  had 


received  30  FTE  slots  from  closed 
hospital  C  under  the  terms  of  a 
Medicare  CME  affiliation  agreement  for 
the  purposes  of  a  shared  rotational 
arrangement  (as  defined  at  §  413.75(b)) 
for  a  general  surgery  program,  teaching 
hospital  D  would  immediately  receive  a 
permanent  FTE  resident  cap  increase  of 
30  FTE  residents,  which  would  enable 
hospital  D  to  continue  to  receive  direct 
CME  and  IME  payment  for  its  share  of 
training  30  general  surgery  residents. 

Lastly,  in  the  case  where  an  applying 
hospital  fits  within  Ranking  Criterion 
Three,  we  proposed  to  revise  §  413.79(h) 
to  provide  for  temporary  cap 
adjustments  for  displaced  residents  by 
the  number  of  displaced  FTE  residents 
the  applying  hospital  takes  in,  and  to 
immediately  assign  permanently  that 
number  of  FTE  slots  to  the  qualifying 
hospital.  For  example,  if  Hospital  E 
takes  in  three  FTE  displaced  residents 
in  a  family  medicine  program,  and  not 
only  trains  those  three  displaced 
residents  until  they  complete  their 
training,  but  permanently  expands  its 
existing  family  medicine  program  such 
that  it  will  add  three  more  FTEs  in  the 
place  of  three  that  completed  their 
training,  we  would  immediately  assign 
three  FTEs  permanently  to  Hospital  E, 
bypassing  any  temporary  adjustment 
under  §  413.79(h).  Accordingly,  there 
would  be  no  duplication  of  FTE  slots 
when  distributing  slots  to  hospitals  that 
qualify  under  the  first  three  ranking 
criteria. 

If,  after  distributing  the  slots  from  a 
closed  hospital  to  increase  the  FTE  caps 
for  applying  hospitals  that  fall  within 
Ranking  Criteria  One,  Two,  and  Three, 
there  are  still  excess  slots  available,  it  is 
possible  that  those  excess  slots  might  be 
associated  with  displaced  residents  for 
whom  temporary  cap  adjustments  under 
§  413.79(h)  are  necessary.  That  is,  it  is 
possible  that  in  the  case  where  applying 
hospitals  do  not  permanently  assume  all 
of  the  closed  hospital’s  residents  and 
programs,  temporary  cap  transfers  under 
§  413.79(h)  would  be  necessary  to  allow 
the  remaining  residents  to  complete 
their  training.  Therefore,  we  proposed  to 
distribute  the  slots  accordingly  to 
increase  the  FTE  resident  caps  for 
hospitals  that  fall  within  Ranking 
Criteria  Four  through  Seven.  However, 
to  avoid  duplicate  FTE  counting,  we 
would  only  permanently  assign  the  slots 
to  the  qualified  hospitals  falling  within 
Ranking  Criteria  Four  through  Seven 
once  the  displaced  residents  have 
completed  their  training  and  their 
temporary  cap  adjustments  have 
expired. 

In  the  August  3,  2010  proposed  rule 
(75  FR  46424),  we  proposed  to  add  new 
regulations  text  at  §412.105(f)(l)(ix)(B) 
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for  IME  and  §  413.79(oK2)  for  direct 
GME  to  reflect  the  provisions  of  section 
5506  of  the  Affordable  Care  Act.  In 
addition,  we  proposed  some  very  minor 
changes  to  direct  GME  and  IME  existing 
text  in  order  to  clarify  meaning  and 
standardize  the  terminolggy  that  is  used 
throughout. 

Comment:  One  commenter  stated  that 
CMS  did  not  indicate  in  the  proposed 
rule  how  the  completion  of  displaced 
residents’  training  would  he  tracked  and 
how  this  would  effectuate  the  vacating 
of  specific  resident  slots  granted  under 
Ranking  Criteria  Four  through  Eight. 

The  commenter  believed  that  it  is 
“critically  important  that  valuable 
residency  slots”  from  closed  hospitals 
that  are  not  redistributed  through 
Ranking  Criteria  One  through  Three 
should  be  redistributed  to  hospitals 
requesting  a  residency  cap  increase  as 
quickly  as  possible.  For  this  reason,  the 
commenter  recommended  that  CMS 
ensure  that  permanent  resident  cap 
increases  awarded  via  Ranking  Criteria 
Four  through  Eight  are  redistributed  on 
an  annual  basis  following  the 
completion  of  their  use  for  the  purpose 
of  supporting  displaced  residents. 

Commenters  also  opposed  CMS’ 
proposal  to  subject  FTE  resident  slots 
received  under  section  5506  from  a 
closed  hospital  to  the  three-year  rolling 
average  count  and  inclusion  in  the  IRB 
ratio  cap.  The  commenters  expressed 
specific  concern  about  this  issue  in 
situations  in  which  CMS  proposed  to 
make  temporary,  displaced  resident 
slots  available  immediately  on  a 
permanent  basis  as  under  Ranking 
Criteria  One  through  Three.  The 
commenters  stated  that  taking  in 
additional  residents  may  be  costly, 
particularly  if  a  hospital  is  taking  on  an 
entire  program  or  multiple  programs, 
and  therefore,  the  rolling  average 
payment  methodology  and  the  IRB  ratio 
cap  should  not  apply  to  hospitals 
qualifying  under  Ranking  Criterion  One 
until  the  time  the  slot  is  awarded  to  the 
hospital  on  a  permanent  basis,  or  at  the 
earliest,  at  the  beginning  of  the 
hospital’s  next  fiscal  year. 

Response:  On  page  46424  of  the 
August  3,  2010  proposed  rule,  we  stated 
that  we  believe  that  it  will  only  be 
necessary  to  delay  permanent 
assignment  of  FTE  cap  slots  in  instances 
where  if,  after  fulfilling  the  requests  of 
hospitals  that  qualify  to  receive 
additional  slots  under  Ranking  Criteria 
One,  Two,  and  Three,  there  are  still 
excess  slots  available.  In  the  case  where 
an  applying  hospital  fits  within  Ranking 
Criterion  One,  in  the  August  3,  2010 
proposed  rule  (75  FR  46424),  we 
proposed  to  revise  the  existing 
regulations  at  §  413.79(h)  limiting 


temporary  cap  adjustments  for 
displaced  residents  by  the  number  of 
FTE  residents  in  the  program(s)  in 
which  the  applying  hospital  is  operating 
seamlessly.  We  proposed  to 
immediately  assign  permanently  that 
number  of  FTE  slots  to  the  qualifying 
hospital.  For  example,  if  teaching 
hospital  B  assumes  an  entire  internal 
medicine  program  with  20  FTEs  from 
closed  hospital  A,  no  temporary  FTE 
cap  adjustment  under  §  413.79(h)  would 
be  needed  for  those  internal  medicine 
residents,  and  teaching  hospital  B 
would  immediately  receive  a  permanent 
FTE  resident  cap  increase  of  20  FTE 
residents.  Similarly,  in  the  case  where 
an  applying  hospital  fits  within  Ranking 
Criterion  Two,  because  the  closed 
hospital  had  given  slots  to  the  applying 
hospital  under  an  affiliation  agreement, 
we  proposed  to  immediately  assign 
permanently  that  number  of  FTE  slots  to 
the  qualifying  hospital.  Fojr  example,  if 
teaching  hospital  D  had  received  30  FTE 
slots  from  closed  hospital  C  under  the 
terms  of  a  Medicare  GME  affiliation 
agreement  for  the  purposes  of  a  shared 
rotational  arrangement  (as  defined  at 
§  413.75(b))  for  a  general  surgery 
program,  teaching  hospital  D  would 
immediately  receive  a  permanent  FTE 
resident  cap  increase  of  30  FTE 
residents,  which  would  enable  hospital 
D  to  continue  to  receive  direct  GME  and 
IME  payment  for  its  share  of  training  30 
general  surgery  residents.  Lastly,  in  the 
case  where  an  applying  hospital  fits 
within  Ranking  Criterion  Three,  we 
proposed  to  revise  §  413.79(h)  to 
immediately  assign  permanently  that 
number  of  FTE  slots  to  the  qualifying 
hospital.  For  example,  if  Hospital  E 
takes  in  three  FTE  displaced  residents 
in  a  family  medicine  program,  and  not 
only  trains  those  three  displaced 
residents  until  they  complete  their 
training,  but  permanently  expands  its 
existing  family  medicine  program  such 
that  it  will  add  three  more  FTEs  in  the 
place  of  three  that  completed  their 
training,  we  would  immediately  assign 
three  FTEs  permanently  to  Hospital  E, 
bypassing  any  temporary  adjustment 
under  §  413.79(h).  Accordingly,  there 
would  be  ho  duplication  of  FTE  slots 
when  distributing  slots  to  hospitals  that 
qualify  under  the  first  three  ranking 
criteria. 

In  this  final  rule,  we  are  making 
limited  modification  to  our  proposal 
regarding  the  overriding  of  the 
temporary  cap  adjustment  regulations  at 
§  413.79(h)  for  Ranking  Criteria  One 
through  Three.  We  had  proposed  that  in 
each  of  these  three  Ranking  Criteria,  we 
would  “immediately”  assign 
permanently  the  number  of  applicable 


slots  to  the  qualifying  hospital. 

However,  we  realize  that  taking  in  more 
residents  may  be  costly  for  a  hospital. 

We  also  want  to  implement  section  5506 
in  a  manner  that  is  the  most 
administratively  feasible,  particularly  in 
terms  of  how  the  adjustments  are  to  be 
reported  on  the  Medicare  cost  report, 
while  also  distributing  the  slots  and 
allowing  them  to  take  effect  as  soon  as 
possible.  Therefore,  except  for  the  case 
of  a  brand  new  hospital  taking  over  a 
program(s),  or  an  acquisition  which  we 
describe  under  the  definition  of 
“hospital  closure”  (75  FR  46422),  where 
the  new  owner  receives  a  new  provider 
agreement  and  operates  the  hospital 
exactly  as  it  had  beenpperated  prior,  to 
the  acquisition,  we  believe  that  it  would 
still  be  appropriate  to  allow  a  hospital 
that  ultimately  would  qualify  to  receive 
slots  permanently  under  any  of  the 
ranking  criteria  and  that  took  in 
displaced  residents  to  receive  temporary 
cap  adjustments  and,  in  a  limited 
manner,  exemptions  from  the  rolling 
average  and  IRB  ratio  cap  (subject  to  the 
regulations  at§412.105(a)(l)(iii)).  As  a 
general  rule,  even  if  we  do  not  make  the 
determination  as  to  which  hospitals  will 
receive  the  slots  until  sometime  after  the 
hospital  closes,  the  effective  date  of  the 
permanent  cap  adjustments  to  an 
applying  hospital  would  be  the  date  of 
the  hospital’s  closure.  However,  for 
administrative  ease,  in  that  first  cost 
reporting  period  in  which  the  applying 
hospital  takes  in  displaced  residents 
and  the  hospital  closure  occurs,  the 
applying  hospital  could  receive  a 
temporary  cap  adjustment,  an 
exemption  from  the  rolling  average,  and 
an  exemption  from  the  IRB  ratio  cap  for 
the  displaced  residents.  Then,  as  the 
commenters  recommended,  effective 
beginning  with  the  cost  reporting  period 
following  the  one  in  which  the  hospital 
closure  occurred,  the  applying 
hospital’s  permanent  cap  increase 
would  take  effect,  and  there  would  be 
no  rolling  average  exemption  (and  no 
IRB  ratio  cap  exemption  in  accordance 
with  the  existing  regulations  at 
§412.105(a)(l)(iii),  which  state  that  the 
exception  from  the  IRB  ratio  cap  applies 
only  through  the  end  of  the  first  12- 
month  cost  reporting  period  in  which 
the  receiving  hospital  trains  the 
displaced  F'TE  residents).  If  the  hospital 
closure  and  CMS’  determination  as  to 
whether  a  particular  applying  hospital 
receives  a  permanent  cap  increase  occur 
within  the  same  cost  reporting  period 
for  the  applying  hospital,  and  the 
applying  hospital  takes  in  displaced 
residents,  then  again,  the  applying 
hospital  could  receive  a  temporary  cap 
adjustment,  an  exemption  from  the 
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rolling  average,  and  an  exemption  from 
the  IRB  ratio  cap  only  until  the  end  of 
that  cost  reporting  period.  Effective 
beginning  with  the  following  cost 
reporting  period,  the  permanent  cap 
would  apply  and  there  would  be  no 
exemption  from  the  rolling  average  {or 
IRB  ratio  cap).  Following  is  an  example 
of  how  this  policy  regarding  the 
effective  date  of  the  permanent  cap 
increases  and  the  exemption  from  the 
rolling  average  and  IRB  ratio  cap  would 
work  under  section  5506: 

Hospital  Q  closes  on  February  28, 

2009.  Hospital  R,  which  has  a  December 
31,  2009  fiscal  year  end  (FYE),  assumes 
Hospital  Q’s  orthopedic  program  which 
is  accredited  for  6  positions,  and  6  FTE 
residents  are  still  fraining  at  Hospital  Q 
at  the  time  Hospital  Q  closes.  Thus, 
these  6  FTEs  are  displaced  and  they 
transfer  to  Hospital  R  on  March  1,  2009. 
Hospital  R  has  an  FTE  resident  cap  of 
50,  and  has  been  training  approximately 
50  FTEs  for  the  past  3  years.  Hospital  R 
receives  a  temporary  cap  adjustment  for 
the  6  displaced  FTEs,  which  would 
equate  to  a  prorated  cap  adjustment  of 
5  for  the  period  between  March  1 ,  2009 
and  December  31,  2009.  For  the  IME 
calculation  in  its  FYE  December  31, 

2009  cost  report.  Hospital  R  may  add  a 
prorated  count  of  5  FTEs  after  the 
rolling  average  calculation  to  the 
numerator  of  its  IRB  ratio.  Hospital  R 
may  also  increase  the  numerator  of  its 
FYE  December  31,  2008  IRB  ratio  by  5 
FTEs,  so  as  not  to  be  held  to  the  IRB 
ratio  cap  (in  accordance  with  the 
existing  regulations  at 
§412.105(a)(l)(iii)).  For  the  direct  GME 
calculation  in  its  FTE  December  31, 

2009  cost  report.  Hospital  R  would  also 
add  5  FTEs  after  the  nonprimary  care 
rolling  average  calculation.  Thus, 
Hospital  R’s  pajnnent  should  reflect 
about  5  FTEs  for  IME  and  direct  GME, 
respectively,  in  FYE  December  31,  2009. 

The  displaced  orthopedic  residents 
continue  training  at  Hospital  R  in 
Hospital  R’s  FYE  December  31,  2010 
and  December  31,  2011  cost  reporting 
periods  (that  is,  these  are  not  new 
orthopedic  residents  that  Hospital  R  has 
recruited),  and  Hospital  R  has  continued 
to  report  the  displaced  residents  after 
the  rolling  average  calculation  on  the 
Medicare  cost  report.  On  April  1,  2011, 
Hospital  R  applies  for  6  slots  under 
Ranking  Criterion  One.  On  November  5, 
2011,  CMS  determines  that  Hospital  R 
may  receive  a  permcment  increase  to  its 
cap  of  6  FTEs,  raising  its  FTE  resident 
cap  from  50  to  56.  Hospital  R  continues 
to  train  approximately  50  other  FTEs. 
Effective  with  its  cost  reporting  period 
beginning  on  January  1,  2010,  the 
permanent  cap  increase  of  6  takes  effect, 
and  the  displaced  orthopedic  FTEs  must 


be  included  in  the  rolling  average 
calculation  of  the  Medicare  cost  reports 
for  FYE  December  31,  2010  and 
December  31,  2011. 

As  explained  above,  the  policy  is 
similar  if  the  dates  of  the  hospital 
closure  and  CMS’s  determinations  of 
permanent  cap  assignments  are  in  the 
same  cost  reporting  period.  For 
example.  Hospital  S  closes  on  February 
1,  2012.  Hospital  T,  who  has  a 
December  31  FYE,  assumes  several 
programs  and  applies  for  slots  under 
Ranking  Criterion  One.  CMS  determines 
that  Hospital  T  receives  a  permanent 
cap  increase  on  October  1,  2012. 

Hospital  T  may  receive  a  temporary  cap 
adjustment,  an  exemption  from  the 
rolling  average  calculation,  and  an 
exemption  from  the  IRB  ratio  cap  on  its 
FYE  December  31,  2012  cost  report.  On 
its  FYE  December  31,  2013  cost  report, 
Hospital  T  would  report  a  permanent 
cap  increase  and  any  remaining  ' 
displaced  residents  would  be  included 
in  the  rolling  average  calculation. 

During  the  process  of  reviewing  the 
applications  for  slots  after  a  hospital 
closes,  be  it  for  hospitals  that  have 
already  closed  between  March  23,  2008 
and  August  3,  2010  (the  first  round  of 
applications),  or  for  future  hospital 
closures,  we  would  still  assign  the  slots 
to  hospitals  qualifying  under  Ranking 
Criteria  One,  Two,  and  Three  in 
descending  order.  We  agree  with  the 
commenter  that  it  is  very  important  that 
the  residency  slots  from  closed  hospitals 
that  are  not  redistributed  through 
Ranking  Criteria  One  through  Three 
should  be  redistributed  to  hospitals 
requesting  a  residency  cap  increase  as 
quickly  as  possible. 

The  commenter  recommended  that 
CMS  ensure  that  permanent  resident 
cap  increases  awarded  via  Ranking 
Criteria  Four  through  Eight  are 
redistributed  on  an  annual  basis 
following  the  completion  of  their  use  for 
the  purpose  of  supporting  displaced 
residents.  First,  we  note  that  in  this  final 
rule,  we  have  consolidated  and  reduced 
the  number  of  Ranking  Criteria  from 
Eight  to  Seven.  The  slots  that  we  would 
be  distributing  could  be  based  on  slots 
attributable  to  displaced  residents  for 
which  the  temporary  cap  adjustments  to 
their  receiving  hospitals  would  expire 
upon  graduation  of  those  residents  from 
their  programs.  We  would  have  to  hold 
these  slots  in  reserve,  and  release  them 
for  permanent  assignment  to  qualifying 
hospitals  on  an  annual  basis,  as  the 
commenter  suggests,  as  each  of  those 
residents  graduates.  With  each  hospital 
closure,  we  will  request  and  receive 
information  from  the  closed  hospital  if 
possible,  from  the  Medicare  contractors, 
and  the  hospitals  that  take  in  the 


displaced  residents,  regarding,  at  a 
minimum,  the  FTE  number  of  residents 
that  are  displaced,  the  programs  the 
residents  are  in,  and  the  program  year 
in  which  each  resident  was  at  the  time 
of  the  hospital  closure,  which  would 
help  us  determine  the  number  of  years 
each  displaced  resident  has  to  complete 
his  or  her  training.  Using  this 
information,  at  the  time  that  we  are 
reviewing  the  applications,  we  will 
determine  the  point  (typically  July  1)  at 
which  each  qualifying  hospital  will 
receive  the  FTEs  permanently,  and^we 
will  inform  the  qualifying  hospital  that 
effective  with  a  certain  graduation  date, 
possibly  in  the  past,  but  likely  in  the 
future,  the  qualifying  hospital’s  FTE 
resident  caps  would  be  permanently 
increased  by  a  specified  number,  as 
appropriate.  When  that  graduation  date 
arrives,  the  permanent  cap  increase  will 
occur  automatically  for  the  qualifying 
hospital — the  hospital  need  not  wait  for 
further  adjudication  by  CMS.  Depending 
on  the  length  of  the  particular  program 
and  the  number  of  years  left  for  the 
displaced  residents  to  train,  it  may  take 
several  years  (that  is,  several  graduation 
dates)  until  a  hospital  receives  its  full 
cap  increase  under  section  5506.  In  this 
way,  although  some  hospitals  will  not 
receive  their  total  permanent  cap 
increases  “immediately,”  they  will  at 
least  know  the  date(s)  in  the  future  that 
they  will  receive  their  permanent  cap 
adjustments,  and  those  cap  adjustments 
will  occur  automatically.  Of  course, 
because  residents  who  are  closer  to  the 
completion  of  their  program  at  the  time 
they  are  displaced  by  the  hospital 
closure  will  graduate  sooner  than  those 
residents  closer  to  the  beginning  of  their 
training,  their  FTE  slots  are  more 
“valuable.”  We  would  assign  the  slots  of 
those  residents  graduating  sooner  to 
those  hospitals  ranked  higher,  in 
descending  order. 

The  following  example  illustrates 
how  the  permanent  assignment  of  slots 
would  be  effectuated  when  displaced 
residents  are  involved.  Hospital  G  has 
an  FTE  resident  cap  of  8  and  closes  on 
December  31,  2010.  It  had  8  residents  in 
an  internal  medicine  program.  Hospital 
J  currently  has  an  internal  medicine 
program  with  15  residents,  and  wants  to 
expand  it  permanently,  and  on  January 
1,  2011,  Hospital  J  expands  its  internal 
medicine  program  and  seamlessly 
assumes  5  internal  medicine  residents 
from  Hospital  G.  The  remaining  3 
internal  medicine  residents  are  accepted 
by  hospitals  in  various  locations  solely 
to  complete  their  training.  In  the  section 
5506  application  process.  Hospital  J  is 
located  in  the  same  CBSA  as  Hospital  G 
and  it  applies  for  5  slots  and  qualifies 
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to  receive  those  slots  under  Ranking 
Criterion  Three.  Assume  CMS 
determines  on  January  1,  2012  that 
Hospital  J  may  receive  those  slots 
permanently.  Hospital }  has  a  September 
30  FYE.  Hospital  ]  had  been  receiving 
temporary  cap  adjustments  and  the 
exemption  from  the  rolling  average  and 
the  IRB  ratio  cap  for  the  5  FTEs  for  its 
cost  reporting  period  ending  September 
30,  2011.  On  January  1,  2012,  the  FTE 
cap  adjustment  is  permanent  for 
Hospital  J’s  entire  FYE  September  30, 

2012  cost  report,  and  the  exemption 
from  the  rolling  average  does  not  apply 
to  Hospital  J’s  F'YE  September  30,  2012. 
cost  report.  Of  the  3  displaced  residents, 
John  Doe,  was  a  PGY 1  when  Hospital  G 
closed,  and  is  expected  to  graduate  on 
June  30,  2013.  Jane  Doe  was  a  PGY2  and 
is  expected  to  graduate  on  June  30, 

2012.  Kreshen  Doe  was  a  PGY3  and  is 
expected  to  graduate  on  June  30,  2011. 
Hospital  M  is  also  located  in  the  same 
CBSA  as  Hospital  G,  which  is  a  HPSA, 
and  applies  to  receive  1  slot  under 
Ranking  Griterion  Five  to  expand  a 
primary  care  program.  Hospital  N  is 
located  in  a  CBSA  that  is  contiguous  to 
the  CBSA  that  Hospital  G  is  located  in, 
it  is  not  located  in  a  HPSA,  and  is 
requesting  1  slot  under  Ranking 
Criterion  Six  to  expand  a  primary  care 
program.  Hospital  P  is  located  in  the 
same  State  but  not  the  same  CBSA  as 
Hospital  G,  and  applies  under  Ranking 
Criterion  Four  for  1  slot  to  start  a 
geriatrics  fellowship. 

On  January  1,  2012,  CMS  determines 
'that  Hospital  M  receives  the  slot 
associated  with  PGY3  Kreshen  Doe,  who 
finished  his  training  at  another  hospital 
on  June  30,  2011.  (The  hospital  that  took 
in  Kreshen  Doe  until  he  finished  his 
training  received  a  temporary  cap 
adjustment  under  §  413.79(h),  which 
ended  on  June  30,  2011).- Thus,  Hospital 
M’s  permanent  FTE  cap  increase  is 
effective  July  1,  2011.  On  January  1, 

2012,  CMS  also  determines  that 
Hospital  N  will  receive  the  slot 
associated  with  PGY2  Jane  Doe,  and  we 
inform  Hospital  N  that  its  FTE  cap  w.ill 
increase  permanently  effective  July  1, 
2012.  Finally,  on  January  1,  2012,  CMS 
determines  that  Hospital  P  will  receive 
the  slot  associated  with  PGYl  John  Doe, 
and  we  inform  Hospital  P  that  its  FTE 
cap  will  increase  permanently  effective 
July  1,  2013.  (We  note  that  this  example 
is  for  illustrative  purposes  only  and  we 
are  not  implying  that  all  cap 
determinations  and  assignments  would 
be  made  according  to  the  timeline  used 
in  this  example). 

The  example  above  described  how  the 
slots  would  be  awarded  permanently  on 
an  annual  basis  under  Ranking  Criteria 
Four  through  Seven  in  the  instance 


where  temporary  cap  increases  are  being 
used  in  accordance  with  §  413.79(h)  by 
various  hospitals  and  we  would  need  to 
ensure  that  those  residents  graduated 
before  permanently  assigning  the  slots 
to  avoid  duplication  in  the  FTE  caps.  In 
the  scenario  where  a  hospital  clo.ses  but 
for  whatever  reason,  there  are  no 
hospitals  that  receive  temporary  cap 
adjustments  under  §  413.79(h),  the 
effective  date  of  the  permanent  cap 
increases  would  be  prospectively  from 
the  date  of  the  determination.  For 
example,  a  hospital  closes  on  April  30, 
2013.  Another  hospital  applies  under 
Ranking  Criterion  Six  and  will  use  all 
the  requested  slots  to  start  a  general 
surgery  program.  The  hospital  shows 
that  it  can  meet  the  demonstrated 
likelihood  requirements  to  fill  those 
slots.  We  determine  on  January  l.'i,  2014 
that  the  hospital  may  receive  the  slots, 
and  its  permanent  cap  increase  is 
effective  on  January -15,  2014. 

We  will  be  making  changes  to  the 
Medicare  cost  report,  Worksheet  E,  Part 
A  for  IME,  and  Worksheet  E-3,  Part  IV 
for  direct  GME,  (and  Worksheet  E-4,  the 
direct  GME  worksheet  on  CMS-2.')52- 
10),  to  accommodate  the  increases  to  the 
FTE  resident  caps  of  hospitals  that 
receive  slots  under  section  5506. 

Comment:  One  commenter  support 
CMS’  implementation  of  the 
Congressional  mandate  that  there  be  no 
duplication  of  FTE  cap  slots  as  provided 
at  section  5506(d).  The  commenter 
asked  that  the  Secretary  give  greater 
priority  to  hospitals  that  could  have 
availed  themselves  of  the  application  of 
temporary  cap  adjustments  at 
§  413.79(h)  but  did  not  because,  in  this 
instance,  there  is  “good  assurance”  that 
there  is  no  duplication  of  FTE  slots. 

Response:  We  believe  that  the 
commenter  misunderstood  the 
Congressional  mandate  that  there  be  no 
duplication  of  FTE  slots  as  provided  at 
section  5506(d).  This  Congressional 
mandate  applies  not  only  to  the  hospital 
applying  for  slots  or  that  took  over  the 
program,  but  rather  it  applies  across  all 
hospitals.  It  is  importaiit  to  note  that 
although  the  commenter’s  hospital  may 
not  have  availed  itself  to  temporary  cap 
adjustments  at  §  413.79(h),  other 
hospitals  may  have  taken  in  residents 
and  received  temporary  cap  adjustments 
for  the  same  program.  Therefore,  slots 
associated  with  that  program  cannot  be 
distributed  permanently  until  it  is 
known  that  any  and  all  temporary  cap 
adjustments  for  those  slots  have 
expired. 

After  consideration  of  public 
comments  we  received,  we  are  revising 
our  proposal  regarding  the  application 
of  the  rolling  average  and  the  IRB  ratio 
cap.  Specifically,  except  for  the  case  of 


a  brand  new  hospital  taking  over  a 
program(s),  or  an  acquisition  which  we 
describe  under  the  definition  of 
“hospital  closure”  (75  FR  46422),  where 
the  new  owner  receives  a  new  provider 
agreement  and  operates  the  hospital 
exactly  as  it  had  been  operated  prior  to 
the  acquisition,  we  believe  that  it  would 
.still  be  appropriate  to  allow  a  hospital 
that  ultimately  would  qualify  to  receive 
slots  permanently  under  any  of  the 
ranking  criteria  and  that  took  in 
displaced  residents  to  receive  temporarv 
cap  adjustments  and,  in  a  limited 
manner,  exemptions  from  the  rolling 
average  and  IRB  ratio  cap  (subject  to  the 
regulations  at  §412.105(a)(l)(iii)),  as 
discus.sed  above. 

8.  Other  Payment  Issues  Regarding 
Hospitals  that  Receive  Increase  in  FTE 
Caps  Based  on  Slots  from  Closed 
Hospitals 

In  the  proposed  rule,  we  noted  that 
section  1886(h)(4)(H)(vi)  of  the  Act,  as 
added  by  the  Affordable  Care  Act, 
makes  no  reference  to  section 
1886(b)(4)(G)  or  1886(d)(5)(B)(vi)(II)  of 
the  Act,  which  are  the  provisions 
concerning  the  rolling  average  count  of 
FTE  residents.  Furthermore,  there  is  no 
mention  of  section  1886(d)(5)(B)(vi)(I)  of 
the  Act,  the  provision  regarding  the  cap 
on  the  IME  resident-to-bed  ratio,  in 
section  1886(h)(4)(H)(vi)  either.  That  is, 
the  statute  does  not  provide  for  an 
exclusion  from  application  of  the  rolling 
average  for  residents  counted  as  a  result 
of  FTE  cap  increases  under  section 
1886(h)(4)(H)(vi)  of  the  Act,  nor  does 
the  statute  exempt  these  residents  from 
the  application  of  the  cap  on  the  IME 
resident-to-bed  ratio.  In  light  of  the 
absence  of  a  specific  directive  in  section 
1886(b)(4)(H)(vi)  of  tbe  Act  exempting 
those  residents  from  application  of  the 
rolling  average  for  direct  GME  and  IME, 
and  the  cap  on  the  IME  resident-to-bed 
ratio,  and  with  no  apparent  reason  to 
treat  residents  counted  as  a  result  of  the 
FTE  cap  increases  under  section 
1886(h)(4)(H)(vi)  of  the  Act  differently, 
in  the  August  3,  2010  proposed  rule  (75 
FR  46425),  we  proposed  to  require  that 
if  a  hospital  increases  its  direct  GME  or 
IME  FTE  count  of  residents  as  a  result 
of  an  FTE  resident  cap  increase  under 
section  1886(h)(4)(H){vi)  of  the  Act, 
those  FTE  residents  would  be 
immediately  subject  to  the  rolling 
average  calculation  and  the  cap  on  the 
IME  resident-to-bed  ratio. 

We  also  note  that  section 
1886(h)(4)(H)(vi)  of  the  Act  for  direct 
GME  and  .section  1886(d)(5)(B)(v)  of  the 
Act  for  IME  does  not  specify  use  of  a 
special  direct  GME  PRA  or  IME 
multiplier  for  residents  counted  by  a 
hospital  under  an  FTE  cap  increase 
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received  after  the  closure  of  another 
hospital.  Therefore,  we  proposed  that 
residents  counted  by  a  hospital  under  a 
permanent  adjustment  to  the  hospital’s 
FTE  resident  caps  under  the  provisions 
of  section  5506  of  the  Affordable  Care 
Act  would  be  paid  for  using  the 
receiving  hospital’s  otherwise 
applicable  direct  GME  PRA  (which  is 
hospital-specific)  and  IME  multiplier 
(which  is  the  same  for  all  hospitals). 
(Further,  as  we  proposed  with  respect  to 
FTE  resident  cap  increases  awarded 
under  section  5503  (section  XXI.D.  of 
this  preamble),  we  proposed  that  these 
slots  may  not  be  used  as  part  of  the 
aggregate  FTE  resident  cap  under  a 
Medicare  GME  affiliation  agreement. 
However,  as  we  explained  in  response 
to  comments  above,  we  are  allowing 
slots  awarded  under  section  5506  to  be 
included  in  a  Medicare  GME  affiliation 
agreement  after  a  5-year  period). 

Comment:  Gommenters  opposed 
CMS’  proposal  to  subject  FTE  resident 
slots  received  under  section  5506  from 
a  closed  hospital  to  the  three-year 
rolling  average  count  and  inclusion  in 
the  IRB  ratio  cap  under  Ranking  Criteria 
One  through  Three. 

Response:  As  we  explained  above  in 
response  to  comments  under  the  “No 
Duplication  of  FTE  Slots”  section,  in 
this  final  rule,  we  are  modifying  our 
proposed  position  regarding  the  rolling 
average  and  the  IRB  ratio  cap. 
Specifically,  except  for  the  case  of  a 
brand  new  hospital  taking  over  a 
program(s),  or  an  acquisition  which  we 
describe  under  the  definition  of 
“hospital  closure”  (75  FR  46422),  where 
the  new  owner  receives  a  new  provider 
agreement  and  operates  the  hospital 
exactly  as  it  had  been  operated  prior  to 
the  acquisition,  we  believe  that  it  would 
still  be  appropriate  to  allow  a  hospital 
that  ultimately  would  qualify  to  receive 
slots  permanently  under  any  of  the 
Ranking  Criteria  and  that  took  in 
displaced  residents  to  receive  temporary 
cap  adjustments  and,  in  a  limited 
manner,  exemptions  from  the  rolling 
average  and  IRB  ratio  cap  (subject  to  the 
regulations  at  §412.105(a)(l)(iii)). 

Comment:  Two  commenters  requested 
clarification  regarding  which  direct 
GME  PRA  and  IME  intern-and-resident 
to  bed  (IRB)  ratio  cap  would  be  used  for 
the  hospital  assuming  the  programs  of 
the  closed  hospital,  particularly  if  the 
hospital  assumed  all  of  the  residency 
programs  ft’om  the  closed  hospital. 

Response:  In  the  case  where  a  hospital 
assumes  the  programs  of  a  closed 
hospital,  and  seamlessly  operates  those 
programs  on  the  same  site  as  the  closed 
hospital,  but  did  not  assume  the 
provider  agreement  of  the  closed 
hospital,  it  is  then  a  new  hospital,  and 


therefore  does  not  have  its  own  PRA  or 
resident  and  bed  history  for  use  in  the 
IRB  ratio  cap.  A  new  PRA  would  have 
to  be  calculated  in  accordance  with 
regulations  at  §  413.77(e),  and  the  IRB 
fatio  cap  would  not  apply  for  the  new 
hospital’s  first  cost  reporting  period 
under  §  412.105(f),  but  would  apply  for 
the  hospital’s  second  cost  reporting 
period.  Furthermore,  in  the  new 
hospital’s  first  cost  reporting  period, 
there  would  be  no  rolling  average 
calculation,  and  in  the  second  cost 
reporting  period,  there  would  be  a  2- 
year  rolling  average  calculation.  In  the 
third  cost  reporting  period,  the  rolling 
average  would  be  based  on  three  years 
of  cost  report  data.  However,  in  the  case 
where  a  hospital  assumes  one  or  more 
programs  and  does  not  operate  them  on 
the  site  of  the  closed  hospital,  but 
instead  operates  the  program(s)  on  the 
site  of  its  own  hospital,  then  the  PRA  of 
the  applying  hospital  would  be  used, 
and  the  bed  counts  and  FTE  counts  of 
the  applying  hospital  would  be  used  in 
the  IRB  ratio  cap  calculation. 

9.  Other  Comments  and  Responses 
Regarding  Section  5506 

Comment:  Two  commenters  noted 
that  section  5506  appears  to  be  silent  as 
to  whether,  if  a  closed  hospital  also 
received  slots  under  section  422  of  the 
MMA,  those  422  slots  are  subject  to 
redistribution  under  section  5506  along 
with  the  closed  hospital’s  1996  FTE 
resident  cap  slots.  The  commenters 
believed  Congress  intended  for  all 
residency  cap  slots  to  be  redistributed 
from  a  closed  hospital  including  section 
422  slots.  One  commenter  recognized 
that  the  IME  adjustment  and  the  direct 
GME  Per  Resident  Amount  to  be  used 
■for  section  422  cap  slots  differs  from  the 
rates  used  for  regular  cap  slots,  which 
could  make  the  422  cap  slots  less 
attractive  to  qualifying  hospitals. 
Therefore,  the  commenter  encouraged 
CMS  to  consider  distributing  the  422 
slots  last  (to  hospitals  lower  in  the 
priority  order). 

Response:  We  agree  with  the 
commenter.  In  implementing  section 
1886(h)(4)(H)(vi)(IV)  of  the  Act,,  we 
proposed  to  interpret  “the  number  of 
resident  positions”  to  mean  the  number 
that  is  equal  to  the  IME  and  direct  GME 
FTE  resident  caps  of  a  hospital  that 
closed,  or  will  close.  Because  section 
422  of  the  MMA  provided  many 
hospitals  with  additional  IME  and/or 
direct  GME  FTE  resident  cap  slots,  those 
additional  cap  slots  will  also  be  subject 
to  redistribution  under  section  5506.  As 
the  commenter  mentioned,  the  IME 
adjustment  and  the  direct  GME  PRA 
used  for  section  422  cap  slots  differs 
from  the  rates  used  for  regular  cap  slots. 


making  the  section  422  cap  slots  “less 
attractive”  to  qualifying  hospitals. 
Accordingly,  we  agree  with  the 
commenter’s  suggestion  to  distribute 
section  422  slots  only  after  all  regular 
cap  slots  from  the  closed  hospital  are 
assigned  for  redistribution.  However, 
hospitals  that  receive  section  422  slots 
under  section  5506  would  be  paid  for 
those  slots  using  the  section  422  direct 
GME  PRA  and  IME  multiplier.  If  a 
hospital  that  closes  has  both  regular  FTE 
caps  and  section  422  caps,  we  envision 
the  redistribution  of  all  those  cap  slots 
in  the  following  method.  We  would 
review  and  rank  the  applications  and 
assign  as  many  regular  slots  as  we  can 
to  qualifying  hospitals  based  on  the 
ranking  order,  in  a  descending  manner. 
Once  the  regular  slots  are  all  assigned, 
we  would  then  assign  all  the  section  422 
slots,  continuing  to  follow  the  ranking 
priorities  in  descending  order.  If  the 
remaining  number  of  requests  for  slots 
from  qualified  hospitals  of  equal  rank 
exceeds  the  amount  of  section  422  cap 
slots  available,  we  would  prorate  the 
remaining  section  422  slots  among  those 
equally  ranked  hospitals  (the  same  way 
we  would  prorate  the  remaining  regular 
FTE  cap  slots  in  the  instance  where  a 
closed  hospital  only  had  regular  FTE 
cap  slots  but  the  requests  exceed  the 
number  of  regular  FTE  cap  slots 
available).  We  would  prorate  as  follows: 
[(total  number  of  available  slots 
remaining/total  number  of  requested 
slots  remaining)  x  number  of  slots 
requested  by  Hospital  A]  and  [(number 
of  slots  remaining/total  number  of 
requested  slots  remaining)  x  number  of 
slots  requested  by  Hcf^pital  B]  and  so 
forth. 

It  could  also  be  possible  that,  in 
distributing  the  slots  from  a  single 
closed  hospital  that  had  section  422  cap 
slots,  there  may  not  be  sufficient  regular 
cap  slots  to  satisfy  all  the  requests  from 
hospitals  of  equal  rank,  in  which  case 
we  would  have  to  prorate  both  the 
regular  cap  slots  and  the  section  422  cap 
slots.  For  example,  assume  Glosed 
Hospital  had  a  1996  FTE  cap  of  50,  and 
a  section  422  FTE  cap  of  25.  After 
ranking  all  the  applicants,  we  assign  40 
of  the  slots  to  qualified  hospitals 
without  any  proration.  Ten  of  the  1996 
FTE  cap  slots  remain,  while  requests  for 
50  slots  from  Hospitals  Y  and  Z  of  equal 
rank  still  remain  as  well.  Hospital  Y 
requested  and  qualifies  for  30  slots  and 
Hospital  Z  requested  and  qualifies  for 
20  slots.  In  this  case,  we  would  prorate 
and  assign  the  remaining  ten  1996  FTE 
cap  slots  as  follows:  [(total  number  of 
available  1996  slots  remaining/total 
number  of  requested  slots  remaining)  x 
number  of  slots  requested  by  Hospital 
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Y]  and  [(total  number  of  available  1996 
slots  remaining/total  number  of 
requested  slots  remaining)  x  number  of 
slots  requested  by  Hospital  Z]  etc.  In 
this  example,  this  would  mean:  [(10/50) 

X  30]  =  6  of  the  1996  slots  for  Hospital 
Y,  and  [(10/50)  x  20]  =  4  of  the  1996 
slots  for  Hospital  Z.  Thus,  only  10  out 
of  the  50  requested  slots  have  been 
assigned  to  Hospitals  Y  and  Z  (Hospital 
Y  has  24  requested  slots  unfulfilled,  and 
Hospital  Z  has  16  of  its  requested  slots 
unfulfilled),  and  there  are  still  25 
section  422  cap  slots  available.  We 
would  prorate  the  25  section  422  slots 
to  Hospitals  Y  and  Z  as  follows: 

[(number  of  section  422  slots  remaining/ 
total  number  of  requested  slots 
remaining)  x  remaining  number  of  slots 
requested  by  Hospital  Y]  and  [(number 
of  section  422  slots  remaining/total 
number  of  requested  slots  remaining)  x 
remaining  number  of  slots  requested  by 
Hospital  Z].  In  this  example,  this  would 
mean:  [(25/40)  x  24]  =  15  of  the  section 
422  slots  for  Hospital  Y,  and  [(25/40)  x 
16]  =  10  of  the  section  422  slots  for 
Hospital  Z. 

It  is  also  important  to  consider  how 
the  redistribution  process  would  work 
in  the  instance  where  a  hospital  that 
closes  is  training  residents  above  its  FTE 
caps  at  the  time  it  closes,  and  there  are 
multiple  hospitals  that  assume  an  entire 
program  or  programs  from  that  closed 
hospital.  In  such  a  case,  not  only  will 
the  number  of  requested  slots  from  all 
applicants  exceed  the  amount  of  FTEs 
in  the  FTE  caps  of  the  hospital  that 
closed,  hut  the  number  of  FTE  residents 
that  are  being  assumed  also  exceeds  the 
closed  hospital’s  FTE  caps.  For 
example,  a  closed  hospital  was  training 
700  FTE  residents,  but  its  FTE  resident 
cap  was  500.  Hospital  K  assumes  the 
entire  program  for  680  FTEs,  and 
Hospital  L  assumes  one  program  of  20 
FTEs.  Both  hospitals  qualify  under 
Ranking  Criterion  One.  As  a  first  step, 
before  we  begin  to  Assign  any  slots  .to 
the  qualified  applicants,  we  would  first 
prorate  each  of  the  qualified  applicants’ 
requests.  We  would  then  prorate  the 
closed  hospital’s  IME  and  direct  GME 
FTE  caps  as  follows: 

Hospital  K:  (680  FTEs  assumed/700 
total  FTEs)  X  closed  hospital’s  FTE 
resident  cap  of  500  =  485.71  slots. 
Hospital  L:  (20  FTEs  assumed/700  total 
FTEs)  X  closed  hospital’s  FTE  resident 
cap  of  500  =  14.29  slots. 

485.71  +  14.29  =  500. 

Comment:  One  commenter  stated  that 
they  understand  that  by  law  they  can 
only  receive  a  permanent  cap  for  interns 
and  residents  from  hospitals  that  closed 
or  close  on  or  after  March  23,  2008. 
However,  the  commenter  recommended 


that  in  future  rulemaking  CMS  should 
take  into  consideration  hospitals  that 
have  consistently  taken  in  interns  and 
residents  from  closed  hospitals  (and  are 
over  their  cap)  prior  to  March  23,  2008 
and  make  those  temporary  cap 
adjustments  into  permanent  caps. 

Response:  We  appreciate  this 
suggestion  to  consider  hospitals  that 
have  consistently  taken  in  interns  and 
residents  from  closed  hospitals  prior  to 
March  23,  2008  in  future  rulemaking. 
However,  as  noted  by  the  commenter, 
CMS  is  bound  by  statute  in  this  instance 
and  thus  can  only  make  permanent  cap 
adjustments  as  a  result  of  hospitals  that 
have  closed  on  or  after  March  23,  2008. 

Comment:  Commenters  asked  CMS  to 
clarify  whether  a  nonteaching  hospital 
that  takes  displaced  residents  and 
receives  permanent  cap  slots  through 
the  closed  hospital  redistribution 
program  may  still  start  a  new  program 
under  §  413.79(e)  and  proceed  through 
the  normal  3-year  process  of  building  a 
permanent  resident  cap. 

Response:  Whether  a  nonteaching 
hospital  could  receive  slots  under 
section  5506  and  still  not  be  precluded 
from  still  qualifying  for  a  new  program 
cap  adjustment  under  §  413.79(e) 
depends  upon  which  ranking  criteria 
the  hospital  applies  for  slots  under 
5506.  In  the  instance  where  a  non¬ 
teaching  hospital  is  assuming  entire 
program(s)  and  receives  a  permanent 
cap  increase  for  the  program(s)  under 
Ranking  Criterion  One,  we  do  not 
believe  that  hospital  should  still  have 
the  opportunity  to  receive  a  further  cap 
increase  under  §  413.79(e).  Such  a 
hospital  should  decide  whether  it  wants 
to  assume  an  entire  existing  program(s) 
from  a  closed  hospital  and  receive  slots 
under  section  5506,  or  whether  it  wants 
to  reserve  its  rights  to  start  new 
programs  and  therefore,  not  request  (and 
receive)  slots  under  section  5506. 
Nonteaching  hospitals  that  would 
qualify  to  request  slots  under  the  other 
ranking  criteria  could  still  qualify  to 
start  new  programs  and  receive  a  cap 
increase  under  §  413.79(e).  In  general, 
we  note  that  if  a  non-teaching  hospital 
is  simply  interested  in  starting  a  new 
program  and  qualifies  for  a  new 
program  cap  adjustment  under 
§  413.79(e),  the  non-teaching  hospital 
should  not  he  applying  for  slots  under 
5503  or  5506  for  the  FTEs  in  the  new 
program,  because  there  is  no  need  for  it 
to  do  so.  It  would  receive  slots  under 
the  normal  mechanism  for  new  teaching 
hospitals,  in  accordance  with  the 
regulations  at  §  413.79(e). 

Comment:  One  commenter  stated  that 
CMS  should  clearly  specify  that  a 
hospital  operating  below  its  cap  at  the 
time  it  began  training  displaced 


residents,  and  thus  did  not  receive  a 
temporary  increase  in  its  cap  under  the 
existing  rules,  would  be  considered 
under  section  5506.  The  commenter 
noted  that  a  hospital  may  subsequently 
implement  a  plan  to  expand  enrollment 
in  its  existing  program,  causing  it  to 
operate  above  its  cap.  The  commenter 
expressed  that  this  concern  is 
particularly  salient  for  New  York 
hospitals  that  participated  in  the  New 
York  Medicare  GME  Demonstration 
Program. 

Response:  All  hospitals  requesting 
slots  under  section  5506  will  be 
considered  when  distributing  slots  from 
a  closed  hospital.  It  is  quite  possible 
that  a  hospital  could  qualify  for  a  cap 
adjustment  under  section  5506  even  if  it 
did  not  receive  a  temporary  cap  increase 
at  the  time  it  began  training  displaced 
residents,  because  at  that  time,  it  had 
room  below  its  caps.  A  hospital  that 
accepted  displaced  residents  in  the  past 
from  a  hospital  or  program  that  closed 
would  only  have  been  eligible  to  receive 
a  temporary  cap  adjustment  if  it  was 
already  training  residents  in  excess  of 
its  caps.  Subsequent  to  accepting  those 
displaced  residents,  the  hospital  may 
decide  to  permanently  expand  the 
number  of  residents  it  is  training  to  an 
amount  in  excess  of  its  caps.  If  such  a 
hospital  can  show  a  demonstrated 
likelihood  to  fill  slots  within  3  years, 
and  if  the  applying  hospital  can  show 
that  it  is  expanding  in  excess  of  its  caps, 
then  the  applying  hospital  could  apply 
under  section  5506,  but  only  for  the 
incremental  amount  in  excess  of  its  caps 
that  is  needed.  It  is  important  to  note, 
therefore,  that  a  hospital  that  currently 
has  room  under  its  caps  to  expand  its 
program  to  a  level  that  it  desires  would 
not  be  considered  for  receipt  of 
additional  slots  under  section  5506. 

10.  Application — No  Reopening  of 
Settled  Cost  Reports 

Section  5506(c)  of  the  Affordable  Care 
Act  specifies  that  the  changes  made  by 
the  provisions  of  sections  5506(a)  and 
(b)  should  not  be  applied  in  a  manner 
that  would  require  the  reopening  of 
settled  cost  reports  for  which  there  is 
'  not  a  jurisdictionally  proper  appeal 
pending  on  direct  GME  or  IME 
payments  as  of  March  23,  2010  (the  date 
of  the  enactment  of  Pub.  L.  111-148).  In 
the  August  3,  2010  proposed  rule  (75  FR 
46425),  we  proposed  to  reflect  this 
provision  in  the  proposed  revisions 
under  §412.105(f)(l)(ix)(B)  and 
§413.79(o)(2)(ii)  of  the  regulations.  We 
proposed  to  interpret  “jurisdictionally 
proper  appeal  pending”  on  direct  GME 
or  IME  payments  to  mean  that  in  order 
for  a  hospital  to  request  a  change  to  its 
FTE  count,  direct  GME  or  IME 
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respectively,  the  “jurisdictionally  proper 
appeal  pending”  must  be  specific  to 
direct  GME  or  IME  respectively.  For 
example,  in  order  for  a  hospital  to 
increase  its  FTE  count  with  regard  to  an 
Affordable  Care  Act  provision  that  is 
unique  to  IME  (such  as  inclusion  in  the 
IME  count  of  didactic  time  occurring  in 
the  hospital  as  specified  by  new  section 
1886(d)(5)(B)(x)(II)  of  the  Act),  the 
hospital’s  “jurisdictionally  proper 
appeal  pending”  must  be  on  an  IME 
issue;  IME  FTEs  or  the  available  bed 
count.  However,  if  the  hospital’s 
“pending,  jurisdictionally  proper 
appeal”  is  on  an  issue  that  only  affects 
direct  GME  payments,  such  as  the  initial 
residency  period  or  the  Medicare 
patient  load,  that  appeal  would  not  be 
sufficient  in  order  for  the  hospital  to 
increase  its  FTE  count  with  regard  to  an 
Affordable  Care  Act  provision  that  is 
unique  to  IME,  such  as  didactic  time  in 
the  hospital  setting. 

We  did  not  receive  any  public 
comments  specific  to  this  section.’ 
However,  after  reviewing  public 
comments  received  regarding  the  “No 
Duplication  of  FTE  Slots”  proposal,  and 
the  timing  and  effective  dates  of  slots 
awarded  permanently  under  section 
5506,  we  have  reconsidered  the  manner 
in  which  we  interpreted  section  5506(c) 
of  the  Affordable  Care  Act.  Because 


section  5506  was  enacted  on  March  23, 
2010,  and  instructs  the  Secretary  to 
redistribute  slots  from  teaching 
hospitals  that  closed  on  or  after  March 
23,  2008,  there  are  some  retroactive 
aspects  to  this  provision.  Furthermore, 
as  we  explained  in  response  to 
comments  above  in  the  section  on  “No 
Duplication  of  FTE  Slots,”  there  are 
instances  where  we  would  determine 
that  an  applying  hospital’s  FTE  resident 
cap  would  increase  permanently 
effective  with  the  fiscal  year  begin  date 
of  the  cost  reporting  period  that  follows 
the  cost  reporting  period  in  which  the 
closure  occurred.  In  contemplating  the 
meaning  and  implications  of  section 
5506(c),  we  have  considered  that, 
particularly  for  closures  that  occurred  in 

2008  or  2009,  it  is  possible  that  those 
cost  reporting  periods  are  closed,  and 
180  days  since  the  Notice  of  Program 
Reimbursement  (NPR)  was  issued  has 
passed  as  well.  Section  5506(c)  states 
that  the  provision  should  not  be  applied 
in  a  manner  that  would  require  the 
reopening  of  settled  cost  reports  for 
which  there  is  not  a  pending, 
jurisdictionally  proper  appeal  on  direct 
GME  or  IME  payments  as  of  March  23, 
2010.  Therefore,  section  5506(c) 
reminds  the  Secretary  that  in  the 
absence  of  an  appeal  on  the  2008  or 

2009  cost  report  of  the  applying 


hospital,  the  Medicare  contractor  would 
not  assign  a  permanent  cap  increase  to 
cost  reports  that  are  beyond  the  180-day 
appeal  period.  Instead,  the  permanent 
cap  increase  woiild  take  effect  on  the 
next  cost  report  that  has  not  yet  been 
settled. 

11.  No  Administrative  or  Judicial 
Review  Under  Section  5506 

We  inadvertently  omitted  a 
discussion  from  the  proposed  rule 
regarding  section  5506(e),  which 
amended  section  1886(h)(7)(E)  of  the 
Act  (as  also  amended  by  section 
5503(a))  to  state,  “There  shall  be  no 
administrative  or  Judicial  review  *  *  * 
with  respect  to  determinations  made 
under  this  paragraph,  paragraph  (8),  or 
paragraph  (4)(H)(vi).”  The  fact  that 
Congress  included  this  language  clearly 
means  that  the  Congress  intended  for 
our  determination  with  regard  to  FTE 
resident  cap  redistributions  under 
section  1886(h)(4)(H)(vi)  of  the  Act  as 
added  by  section  5506(a)  to  be  final,  and 
not  subject  to  appeal.  Because  of  this 
statutory  language,  we  do  not  believe  it 
would  be  appropriate  to  allow  hospitals 
(or  CMS)  to  appeal  determinations 
concerning  the  FTE  cap  redistributions 
under  section  1886(h)(4)(H)(vi)  of  the 
Act. 


List  of  Teaching  Hospitals  That  Have  Closed  On  or  After  March  23,  2008  and  Before  August  3,  2010 


Provider  No. 

Provider  name 

Terminating 

date 

DGME 

cap 

IME  cap 

Sec.  422 
Increase/ 
decrease 
DGME 

Sec.  422 
Increase/ 
decrease 
IME 

CBSA 

01-0064  . 

Physicians  Carraway  Medical  Ctr . 

11/01/2008 

65.08 

65-.08 

-4.5 

-4.5 

13820 

03-0017  . 

Mesa  General  Hospital  . 

05/31/2008 

20.52 

13.33 

0.00 

0.00 

38060 

14-0075  . 

Michael  Reese  Hospital  . 

06/11/2009 

199.52 

200.82 

0.00 

0.00 

16974 

15-0029  . 

St.  Joseph  Hospital  Mishawaka . 

07/01/2008 

13.43 

7.68 

-3.79 

-1.23 

43780 

19-3034  . 

Touro  Rehabilitation  Center  . 

12/31/2009 

3.20 

2.99 

0.00 

0.00 

35380 

26-^011  . 

Mid-Missouri  Mental  Health  Center  . 

06/30/2009 

5.33 

1.25 

0.00 

0.00 

17860 

31-0063  . 

Muhlenberg  Regional  Medical  Center  . 

08/13/2008 

30.17 

30.17 

0.00 

0.00 

35620 

31-0088  . 

William  B  Kessler  Memorial  Hospital  . 

03/12/2009 

2.00 

2.00 

0.00 

0.00 

12100 

3S-0133  . 

Cabrini  Medical  Center  . 

06/16/2008 

134.01 

124.1 

-21.36 

-23.83 

35644 

33-0357  . 

Caritas  Health  Care,  Inc  . 

03/06/2009 

190.25 

190.23 

-9.40 

-9.40 

35644 

33-0390  . 

North  General  Hospital  . 

07/10/2010 

57.17 

54.29 

-6.23 

-4.08 

35644 

39-0023  ........ 

Temple  East  Hospital . 

06/28/2009 

2.36 

2.36 

0.00 

0.00 

37964 

39-0169  . 

Geisinger  South  Wilkes-Barre . 

07/10/2009 

4.00 

3.33 

0.98 

1.67 

42540 

42-0006  . 

Charleston  Memorial  Hospital  . 

11/25/2008 

40.88 

40.83 

0.00 

0.00 

16700 
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CMS  Evaluation  Form 

As  Part  of  the  Application  for  the  Increase  in  a  HospitaPs  FTE  Cap(s) 
under  Section  5506  of  the  Affordable  Care  Act:  Preservation  of  FTE  Cap  Slots 
from  Teaching  Hospitals  that  Close 

Directions:  Please  fill  out  the  information  below  for  each  residency  program  for 
which  the  applicant  hospital  intends  to  use  the  increase  in  its  FTE  cap(s).  The 
applicant  hospital  is  responsible  for  complying  with  the  other  requirements  listed  in 
the  CY  2011  Hospital  Outpatient  Prospective  Payment  System  rule  in  order  to 
complete  its  application  for  the  increase  in  its  FTE  cap(s)  under  section  5506  of 
Public  Law  111-148. 

NAME  OF  HOSPITAL: _ 

MEDICARE  PROVIDER  NUMBER: _ 

NAME  OF  MEDICARE  CONTRACTOR: _ ^ 

NAME  OF  SPECIALTY  TRAINING  PROGRAM: _ 

(Check  one):  □  Allopathic  Program  □  Osteopathic  Program 

NUMBER  OF  FTE  SLOTS  REQUESTED  FOR  PROGRAM: 

Direct  GME: _  •  IME: _ 


Section  A:  Demonstrated  Likelihood  of  Filling  the  FTE  Slots 

Demonstrated  Likelihood:  Hospital  must  provide  documentation  to  demonstrate  the 
likelihood  of  filling  requested  slots  under  section  5506  within  3  years.  For  example, 
the  applying  hospital  would  document  that  it  does  not  have  sufficient  room  under  its 
FTE  resident  caps  to  take  in  the  additional  residents,  and  has  approval  from  the 
relevant  accrediting  body  to  take  over  the  closed  hospital’s  residency  program(s),  or 
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•  expand  its  own  residency  program(s)  to  reflect  a  permanent  commitment  to  train 
additional  residents. 

( 1 )  The  hospital  does  not  have  sufficient  room  under  its  direct  GME  FTE  cap 
or  IME  FTE  cap,  or  both,  and  will  establish  a  newly  approved  residency  program. 
(The  hospital  must  check  at  least  one  of  the  following,  if  applicable.) 

□  Application  for  approval  of  the  new  residency  program  has  been  submitted  to 
the  ACGME,  AOA  or  the  ABMS.  (The  hospital  must  attach  a  copy.) 

□  The  hospital  has  submitted  an  institutional  review  document  or  program 
information  form  concerning  the  new  program  in  an  application  for  approval  of  the  new 
program.  (The  hospital  must  attach  a  copy.) 

□  The  hospital  has  received  written  correspondence  ffom  the  ACGME,  AOA  or 
ABMS  acknowledging  receipt  of  the  application  for  the  new  or  expanded  program,  or 
other  types  of  communication  from  the  accrediting  bodies -concerning  the  new  program 
approval  process  (such  as  notification  of  site  visit).  (The  hospital  must  attach  a  copy.) 

•  The  hospital  may  submit  documentation  demonstrating  that  it  has  made  a 
commitment  to  start  a  new  program. 

(2)  Hospital  does  not  have  sufficient  room  under  its  direct  GME  FTE  cap  or 
IME  FTE  cap,  or  both,  and  has  or  is  seeking  approval  from  the  relevant  accrediting  body 
to  take  over  the  closed  hospital’s  residency  program(s),  or  expand  its  own  residency 
program! s)  to  reflect  a  permanent  commitment  to  train  additional  residents.  (The 
hospital  must  check  at  least  one  of  the  following,  if  applicable.) 
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□  Application  for  approval  of  the  residency  program  has  been  submitted  to  the 
ACGME,  AOA  or  the  ABMS.  (The  hospital  must  attach  a  copy.) 

□  The  hospital  has  submitted  an  institutional  review  document  or  program 
information  form  concerning  the  program  in  an  application  for  approval  of  the  program. 

(The  hospital  must  attach  a  copy.) 

□  The  hospital  has  received  written  correspondence  from  the  ACGME,  AOA  or 
ABMS  acknowledging  receipt  of  the  application  for  the  program,  or  other  types  of 
communication  from  the  accrediting  bodies  concerning  the  program  approval  process 
(such  as  notification  of  site  visit).  (The  hospital  must  attach  a  copy.) 

•  The  hospital  is  seeking  approval  from  the  relevant  accrediting  body  to  take  over 
the  closed  hospital’s  residency  program(s),  and  the  hospital  may  submit  documentation 
demonstrating  that  it  has  made  a  commitment  to  take  over  the  program(s). 

(3)  Hospital  will  likely  fill  the  slots  requested.  (The  hospital  must  check  the 
following,  if  applicable.)  . 

□  The  hospital  does  not  have  sufficient  room  under  its  direct  GME  FTE  cap  or 
IME  FTE  cap,  or  both.  (Copies  of  EACH  of  the  following  must  be  attached.) 

•  Copies  of  the  Medicare  cost  reports  that  have  been  most  recently  submitted  to 
the  Medicare  contractor  documenting  on  Worksheet  E,  Part  A,  Worksheet  E-3,  Part  IV, 
and  Worksheet  E-3,  Part  VI  the  resident  counts  and  FTE  resident  caps  for  both  direct 
GME  and  IME. 

(4)  Applying  hospital  was  listed  as  a  participant  of  a  Medicare  GME  affiliated 
group  on  the  most  recent  Medicare  GME  affiliation  agreement  of  which  the  closed 
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hospital  was  a  member  before  the  hospital  closed,  and  under  the  terms  of  that  Medicare 
GME  affiliation  agreement,  the  applying  hospital  received  slots  from  the  hospital  that 
closed,  and  the  applying  hospital  will  use  the  additional  slots  to  continue  to  train  at  least 
the  number  of  FTE  residents  it  had  trained  under  the  terms  of  the  Medicare  GME 
affiliation  agreement.  If  the  most  recent  Medicare  GME  affiliation  agreement  of  which 
the  closed  hospital  was  a  member  before  the  hospital  closed  was  with  a  hospital  that  itself 
has  closed  or  is  closing,  the  applying  hospital  was  listed  as  a  participant  in  the  next  most 
recent  Medicare  GME  affiliation  agreement  (but  not  one  which  was  entered  info  more 
than  5  years  prior  to  the  hospital’s  closure)  of  which  the  first  closed  hospital  was  a 
member  before  the  hospital  closed,  and  that  applying  hospital  received  slots  from  the 
closed  hospital  under  the  terms  of  that  affiliation  agreement.  (Copies  of  EACH  of  the 
following  must  be  attached.) 

•  Copies  of  the  recent  Medicare  GME  affiliation  agreement  of  which  the 
applying  hospital  and  the  closed  hospital  were  a  member  of  before  the  hospital  closed. 

•  Copies  of  the  Medicare  cost  reports  that  have  been  most  recently  submitted  to 
the  Medicare  contractor  documenting  on  Worksheet  E,  Part  A,  Worksheet  E-3,  Part  IV 
and  Worksheet  E-3,  Part  VI  the  resident  counts  and  FTE  resident  caps  for  both  direct 
GME  and  IME  for  the  relevant  cost  reporting  periods. 

•  Copies  of  the  most  recent  accreditation  letters  for  all  of  the  hospital’s  training 


programs  in  which  the  hospital  had  a  shared  rotational  arrangement  (as  defined  at 
§41 3.75(b))  with  the  closed  hospital. 
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Section  B.  Level  Priority  Category 

(Place  an  ’’X"  in  the  appropriate  box  that  is  applicable  to  the  level  priority  category 
that  describes  the  applicant  hospital.) 

■  □  First,  to  hospitals  located  in  the  same  core-based  statistical  area  (CBSA) 
as,  or  in  a  CBSA  contiguous  to,  the  hospital  that  closed. 

■  □  Second,  to  hospitals  located  in  the  same  State  as  the  closed  hospital. 

■  □  Third,  to  hospitals  located  in  the  same  region  as  the  hospital  that  closed. 

■  □  Fourth,  if  the  slots  have  not  yet  been  fully  distributed,  to  qualifying 
hospitals  in  accordance  with  the  criteria  established  under  section  5503, 

“Distribution  of  Additional  Residency  Positions” 

Section  C.  Evaluation  Criteria 

(Place  an  ”X”  in  the  box  for  each  criterion  that  is  appropriate  for  the  applicant 
hospital  and  for  the  program  for  which  the  increase  in  the  FTE  cap  is  requested.) 

□  Ranking  Criterion  One.  The  applying  hospital  is  requesting  the  increase  in  its 
FTE  resident  cap(s)  because  it  is  assuming  (or  assumed)  an  entire  program  (or 


programs)  from  the  hospital  that  closed,  and  the  applying  hospital  is  continuing  to 
operate  the  program  (s)  exactly  as  it  had  been  operated  by  the  hospital  that  closed 
(that  is,  same  residents,  possibly  the  same  program  director,  and  possibly  the  same 
(or  many  o  f  the  same)  teaching  staff). 

□  Ranking  Criterion  Two.  The  applying  hospital  was  listed  as  a  participant  of  a 
Medicare  GME  affiliated  group  on  the  most  recent  Medicare  GME  affiliation 
agreement  of  which  the  closed  hospital  was  a  member  before  the  hospital  closed,  and 


72236  Federal  Register/ Vol.  75,  No.  226 / Wednesday,  November  24,  2010/ Rules  and  Regulations 


under  the  terms  of  that  Medicare  GME  affiliation  agreement,  the  applying  hospital 
received  slots  from  the  hospital  that  closed,  and  the  applying  hospital  will  use  the 
additional  slots  to  continue  to  train  at  least  the  number  ofFTE  residents  it  had 
trained  under  the  terms  of  the  Medicare  GME  affiliation  agreement,  [f  the  most 
recent  Medicare  GME  affiliation  agreement  of  which  the  closed  hospital  was  a 
member  before  the  hospital  closed  was  with  a  hospital  that  itself  has  closed  or  is 
closing,  preference  would  be  given  to  an  applying  hospital  that  was  listed  as  a 
participant  in  the  next  most  recent  Medicare  GME  affiliation  agreement  (but  not  one 
which  was  entered  into  more  than  5  years  prior  to  the  hospital ’s  closure)  of  which  the 
first  closed  hospital  was  a  member  before  the  hospital  closed,  and  that  applying 
hospital  received  slots  from  the  closed  hospital  under  the  terms  of  that  affiliation 
agreement. 

□  Ranking  Criterion  Three.  The  applying  hospital  took  in  residents 
displaced  by  the  closure  of  the  hospital,  but  is  not  assuming  an  entire  program  or 
programs,  and  will  use  the  additional  slots  to  continue  training  residents  in  the  same 
programs  as  the  displaced  residents,  even  after  those  displaced  residents  complete 
their  training  (that  is,  the  applying  hospital  is  permanently  expanding  its  own  existing 
programs). 

□  Ranking  Criterion  Four.  The  applying  hospital  does  not  fit  into  Ranking  Criteria 
I,  2,  or  3,  and  will  use  additional  slots  to  establish  a  new  or  expand  an  existing 
geriatrics  residencv  program. 
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1.  Ranking  Criterion  Five.*  The  applying  hospital  does  not  meet  ranking  criterion  I, 
2,  or  3,  is  located  in  a  HPSA,  and  will  use  all  the  additional  slots  to  establish  or 
expand  a.primary  care  or  general  surgery  residency  program. 

2.  Ranking  Criterion  Six.'  The  applying  hospital  does  not  meet  ranking  criterion  I,  2, 
or  3,  is  not  located  in  a  HPSA,  and  will  use  all  the  additional  slots  to  establish  or 
expand  a  primary  care  or  general  surgery  residency  program. 

3.  Ranking  Criterion  Seven.'  The  applying  hospital  seeks  the  slots  for  purposes  that 
do  not  fit  into  any  of  the  above  ranking  criteria. 


BILLING  CODE  41 20-01 -C 

Application  Process  and  CMS  Central 
Office  and  Regional  Office  Mailing 
Addresses  for  Receiving  Increases  in 
FTE  Resident  Caps 

In  order  for  hospitals  to  be  considered 
for  increases  in  their  FTE  resident  caps, 
each  qualifying  hospital  must  submit  a 
timely  application.  The  follov^^ing 
information  must  be  submitted  on 
applications  to  receive  an  increase  in 
FTE  resident  caps; 

•  The  name  and  Medicare  provider 
number,  and  Medicare  contractor  (to 
which  the  hospital  submits  its  cost 
report)  of  the  hospital. 

•  The  total  number  of  requested  FTE 
resident  slots  for.direct  GME  or  IME,  or 
both. 

•  A  completed  copy  of  the  CMS 
Evaluation  Form  for  each  residency 
program  for  which  the  hospital  intends 
to  use  the  requested  increase  in  FTE 
residents. 

•  Source  documentation  to  support 
the  assertions  made  by  the  hospital  on 
the  CMS  Evaluation  Form. 

•  FTE  resident  counts  for  direct  GME 
and  IME  and  FTE  resident  caps  for 
direct  GME  and  IME  reported  by  the 
hospital  in  the  most  recent  as-filed  cost 
report.  (Include  copies  of  Worksheets  E, 
Part  A,  E-3,  Part  IV,  and  if  a  hospital 
received  an  increase  to  its  FTE  cap(s) 
under  section  422  of  the  MMA,  a  copy 
of  E-3,  Part  VI). 

•  An  attestation,  signed  and  dated  by 
an  officer  or  administrator  of  the 
hospital  who  signs  the  hospital’s 
Medicare  cost  report,  of  the  following 
information; 

“1  hereby  certify  that  I  understand  that 
misrepresentation  or  falsification  of  any 
information  contained  in  this 
application  may  be  punishable  by 
criminal,  civil,  and  administrative 


action,  fine  and/or  imprisonment  under 
federal  law.  Furthermore,  I  understand 
that  if  services  Identified  in  this 
application  were  provided  or  procured 
through  payment  directly  or  indirectly 
of  a  kickback  or  were  otherwise  illegal, 
criminal,  civil,  and  administrative 
action,  fines  and/or  imprisonment  may 
result.  I  also  certify  that,  to  the  best  of 
my  knowledge  and  belief,  it  is  a  true, 
correct,  and  complete  application 
prepared  from  the  books  and  records  of 
the  hospital  in  accordance  with 
applicable  instructions,  except  as  noted. 
I  further  certify  that  I  am  familiar  with 
the  laws  and  regulations  regarding 
Medicare  payment  to  hospitals  for  the 
training  of  interns  and  residents.” 

The  completed  application  and 
supporting  documentation  (as  described 
above)  must  be  submitted  to  the  CMS 
Central  Office  and  the  CMS  Regional 
Office  for  the  region  in  which  the 
applicant  hospital  is  located.  The 
addresses  of  the  CMS  Central  Office  and 
Regional  Offices  are  listed  below. 

CMS  Central  and  CMS  Regional  Office 
Mailing  Addresses  for  Applications  for 
Increases  in  FTE  Resident  Caps 

Central  Office 

/ 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),' Director,  Division  of 
Acute  Care,  7500  Security  Boulevard, 
Mail  Stop  C4-08-06,  Baltimore, 
Maryland  21244,  (410)  786-4548. 

Region  I  (Connecticut,  Maine, 
Massachusetts,  New  Hampshire,  Rhode 
Island,  and  Vermont) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  I,  JFK  Federal 


Building,  Room  23275,  Boston,  MA 
02203,  Phone;  (617)  565-1331. 

Region  II  (New  York,  New  Jersey,  U.S. 

Virgin  Islands,  and  Puerto  Rico) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  II,  26  Federal 
Plaza,  38th  Floor,  New  York,  NY 
10278,  Phone;  (212)  616-2545. 

Region  III  (Delaware,  Maryland, 

Pennsylvania,  Virginia  and  West 

Virginia,  and  the  District  of  Columbia) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  III,  Public  Ledger 
Building,  Suite  216, 150  South 
Independence  Mall  West, 
Philadelphia,  PA  19106,  Phone;  (215) 
861-4140. 

Region  IV  (Alabama,  North  Carolina, 

South  Carolina,  Florida,  Georgia, 

Kentucky,  Mississippi,  and  Tennessee) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  IV,  Atlanta 
Federal  Center,  61  Forsyth  Street, 

SW.,  Suite  4T20,  Atlanta,  GA  30303- 
8909,  Phone;  (404)  562-7300. 

Region  V  (Illinois,  Indiaiia,  Michigan, 

Minnesota,  Ohio,  and  Wisconsin) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  V,  233  North 
Michigan  Avenue,  Suite  600,  Chicago, 
IL  60601,  Phone;  (312)  886-6432. 
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Region  VI  (Arkansas,  Louisiana,  New 
Mexico,  Oklahoma,  and  Texas) 

Centers  for  Medicare  and  Medicaid 
Sen^ices  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  VI,  1301  Young 
Street,  Suite  714,  Dallas,  TX  75202, 
Phone:  (214)  767-6423. 

Region  VII  (Iowa,  Kansas,  Missouri,  and 
Nebraska) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  VII,  Richard 
Bolling  Federal  Building,  Room  235, 
601  East  12th  Street,  Kansas  City,  MO 
64106,  (816)  564-1843. 

Region  VIII  (Colorado,  Montana,  North 
Dakota,  South  Dakota,  Utah  and 
Wyoming) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  VIII,  Colorado 
State  Bank  Building,  1600  Broadway, 
Suite  700,  Denver,  CO  80202,  Phone: 
(303) 844-2111. 

Region  IX  (Arizona,  California,  Hawaii, 
and  Nevada  and  Territories  of  American 
Samoa,  Guam  and  the  Commonwealth 
of  the  Northern  Mariana  Islands) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  IX,  90  7th  Street, 
Suite  5-300  (SW),  San  Francisco,  CA 
94103-6708,  Phone:  (415)  744-3501. 

Region  X  (Alaska,  Idaho,  Oregon,  and 
Washington) 

Centers  for  Medicare  and  Medicaid 
Services  (CMS),  Associate  Regional 
Administrator,  Division  of  Financial 
Management  and  Fee  for  Service 
Operations,  Region  X,  2201  Sixth 
Avenue,  MS/RX-46,  Seattle,  WA 
98121,  Phone:  (206)  615-2094. 

F.  Collection  of  Information 
Requirements 

Under  the  Paperwork  Reduction  Act 
of  1995,  we  are  required  to  provide  60- , 
day  notice  in  the  Federal  Register  and 
to  Solicit  public  comment  before  a 
collection  of  information  requirement  is 
submitted  to  the  Office  of  Management 
and  Budget  (OMB)  for  review  and 
approval.  In  order  to  fairly  evaluate 
whether  an  information  collection 
should  be  approved  by  OMB,  section 
3506(c)(2)(A)  of  the  Paperwork 


Reduction  Act  of  1995  requires  that  we 
solicit  comment  on  the  following  issues: 

•  The  need  for  the  information 
collection  and  its  usefulness  in  carrying 
out  the  proper  functions  of  our  agency. 

•  The  accuracy  of  our  estimate  of  the 
information  collection  burden. 

•  The  quality,  utility,  and  clarity  of 
the  information  to  be  collected. 

•  Recommendations  to  minimize  the 
information  collection  burden  on  the 
affected  public,  including  automated 
collection  techniques. 

In  the  August  3,  2010  proposed  rule 
(75  FR  46436),  we  solicited  public 
comments  on  each  of  the  issues  outlined 
above  on  the  GME  and  IME  provisions 
discussed  in  section  XVII.  Of  the 
proposed  rule  (now  discussed  in 
sections  XXI.  A.  through  E.  of  this  final 
rule)  that  contained  information 
collection  requirements,  as  discussed 
below. 

Existing  regulations  at  §  413.78 
outline  the  requirements  for  the 
determination  of  the  total  number  of 
FTE  residents  in  determining  direct 
GME  payments  to  hospitals.  Section 
XVII.B.3.‘  of  the  preamble  of  the 
proposed  rule  (now  section  XXI.B.3.  of 
this  final  rule)  discussed  the 
requirement  for  hospitals  that  share  the 
costs  of  resident  training  in  noiiprovider 
settings,  as  permitted  by  the  Affordable 
Gare  Act,  to  count  a  proportional  share 
of  the  time  and  to  record  that  proportion 
in  a  written  agreement.  We  proposed 
that  this  proportion  must  be  included 
on  a  distinct  written  agreement  even  for 
hospitals  that  have  been  paying 
nonprovider  sites  concurrently  without 
a  written  agreement  as  described  in 
existing  regulations.  The  burden 
associated  with  this  requirement  is  the 
time  and  effort  put  forth  by  the  hospital 
to  prepare  a  written  agreement.  We 
estimate  it  would  take  one  hospital  15 
minutes  to  meet  this  requirement. 
Hospitals  that  already  have  a  written 
agreement  with  a  nonprovider  site  may 
include  the  proportion  on  that  existing 
agreement. 

In  section  XVII. B.4.  of  the  preamble  of 
the  proposed  rule  (now  section  XXI.B.4. 
of  this  final  rule),  we  discussed  the 
requirement  under  the  Affordable  Care 
Act  for  hospitals  to  maintain  records  of 
the  amount  of  time  that  their  residents 
spend  training  in  nonprovider  sites,  and 
to  compare  that  time  to  the  time  spent 
by  their  residents  in  nonprovider  sites 
in  a  base  year  as  the  Secretary  may 
specify.  We  believe  that  a  large  part  of 
the  information  that  hospitals  would  be 
required  to  record  for  the  purposes  of 
this  provision  is  contained  in  rotation 
schedules,  which  all  hospitals  are 
already  required  to  maintain.  Therefore, 
we  do  not  believe  that  this  requirement 


poses  an  undue  administrative  burden 
for  the  purposes  of  the  PRA. 

Existing  regulations  at  §412.105  and 
§  413.79  outline  the  requirements  for  the 
determination  of  the  number  of  FTE 
residents  for  IME  payments  to  hospitals 
and  the  weighted  number  of  FTE 
residents  for  direct  GME  payments  to 
hospitals.  In  sections  XVII.B.4.  and  5.  of 
the  preamble  of  the  proposed  rule  (now 
sections  XXI.B.4.  and  5.  of  this  final 
rule),  we  discussed  our  proposals  that  a 
hospital  seeking  an  adjustment  to  its 
FTE  resident  cap  under  section  5503  or 
section  5506  of  the  Affordable  Care  Act 
must  provide  documentation  justifying 
the  adjustment.  Sections  XVII.D.  and  E. 
of  the  preamble  of  the  proposed  rule 
specified  the  information  that  a  request 
would  have  to  include.  These 
requirements  are  exempt  from  the  PRA 
in  accordance  with  the  provisions  of  the 
Affordable  Care  Act. 

We  did  not  receive  any  public 
comments  on  these  information 
collection  requirements. 

G.  Regulatory  Impact  Analysis 

We  have  examined  the  impacts  of  this 
final  rule  as  required  by  Executive 
Order  12866  (September  1993, 
Regulatory  Planning  and  Review),  the 
Regulatory  Flexibility  Act  (RFA) 
(September  19,  1980,  Pub.  L.  96-354), 
section  1102(b)  of  the  Social  Security 
Act,  the  Unfunded  Mandates  Reform 
Act  of  1995  (Pub.  L.  104-4),  Executive 
Order  13132  on  Federalism,  and  the 
Congressional  Review  Act  (5  U.S.C. 
804(2)). 

Executive  Order  12866  directs 
agencies  to  assess  all  costs  and  benefits 
of  available  regulatory  alternatives  and, 
if  regulation  is  necessary,  to  select 
regulatory  approaches  that  maximize 
net  benefits  (including  potential 
economic,  environmental,  public  health 
and  safety  effects,  distributive  impacts, 
and  equity).  A  regulatory  impact 
analysis  (RIA)  must  be  prepared  for 
major  rules  that  have  economically 
significant  effects  ($100  million  or  more 
in  any  1  year)  or  adversely  affect  in  a 
material  way  the  economy,  a  sector  of 
the  economy,  productivity,  competition, 
jobs,  the  environment,  public  health  or 
safety,  or  State,  local,  or  tribal 
government  or  communities  (58  FR 
51741). 

We  have  determined  that  this  final 
rule  is  not  a  major  rule  as  defined  in  5 
U.S.C.  804(2). 

The  RFA  requires  agencies  to  analyze 
options  for  regulatory  relief  of  small 
businesses  if  a  rule  has  a  significant 
impact  on  a  sub.stantial  number  of  small 
entities.  For  purposes  of  the  RFA,  small 
entities  include  small  businesses, 
nonprofit  organizations,  and  small 
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governmental  jurisdictions.  Many 
hospitals  are  considered  to  be  small 
entities,  either  by  being  nonprofit 
organizations  or  by  meeting  the  Small 
Business  Administration  (SBA) 
definition  of  a  small  business  (hospitals 
having  revenues  of  $34.5  million  or  less 
in  any  1  year).  (For  details  on  the  latest 
standards  for  health  care  providers,  we 
refer  readers  to  the  SBA’s  Web  site  at; 
http ;// sba  .gov/idc/gro  u  ps/ public/ 
docume'nts/sba__homepage/ 
serv_sstdjtable.pdf  (refer  to  the  620000 
series).)  For  purposes  of  the  RFA,  we 
have  determined  that  many  hospitals 
will  be  considered  small  entities 
according  to  the  SBA  size  standards. 
Individuals  and  States  are  not  included 
in  the  definition  of  a  small  entity. 
Therefore,  the  Secretary  has  determined 
that  this  final  rule  will  have  a 
significant  impact  on  a  substantial 
number  of  small  entities.  Because  we 
acknowledge  that  many  of  the  affected 
entities  are  small  entities,  the  analyses 
presented  throughout  this  final  rule 
constitute  our  regulatcffy  flexibility 
analysis.  In  the  August  3,  2010  (75  FR 
46459  through  46460),  we  solicited 
public  comments  on  our  estimates  and 
analyses  of  the  impact  of  the  proposed 
mle  on  those  small  entities.  We  respond 
to  any  public  comments  that  we 
received  throughout  this  final  rule. 

As  discussed  in  section  XXI.D.  of  this 
final  rule,  section  5503  of  the  Affordable 
Care  Act  added  a  new  section  1886(h)(8) 
to  the  Act  that  provides  for  reductions 
in  the  statutory  FTE  resident  caps  under 
Medicare  for  certain  hospitals  and 
authorizes  a  “redistribution”  of  the  FTE 
resident  slots  resulting  from  the 
reduction  in  the  FTE  resident  caps  to 
other  hospitals.  At  this  time,  we  are 
unable  to  project  how  many  FTE 
resident  slots  will  be  available  for 
redistributioiT  under  section  5503  of  the 
Affordable  Care  Act.  Unlike  section  422 
of  the  Medicare  Modernization  Act, 
which  also  provided  for  a  redistribution 
of  FTE  resident  slots  but  provided  that 
the  redistributed  slots  will  be  paid  using 
the  national  average  per  resident 
amount  (PRA)  for  direct  GME  payment 
purposes,  section  5503  of  the  Affordable 
Care  Act  requires  that  hospitals  be  paid 
for  their  additional  FTE  resident  slots 
using  the  hospitals’  specific  PRAs. 
Because  we  are  unable  to  determine  the 
number  of  FTE  resident  slots  that  will 
be  redistributed  under  section  5503  of 
the  Affordable  Care  Act  or  which 
hospitals  will  be  receiving  additional 
FTE  resident  slots,  we  cannot  calculate 
a  direct  GME  impact  for  section  5503. 

We  do  not  know  the  PRAs  and  Medicare 
utilization  rates  of  hospitals  that  will  be 
receiving  additional  FTE  resident  slots. 


For  purposes  of  determining  an  impact 
for  IME  payment  purposes,  section  5503 
requires  us  to  use  an  IME  multiplier  of 
1.35;  however,  we  do  not  know  the 
intern-to-bed  ratio  and  resident-to-bed 
ratio  for  the  hospitals  that  will  receive 
additional  FTE  resident  slots  or  the 
volume  or  case  mix  of  Medicare 
discharges  at  those  hospitals.  Therefore, 
we  cannot  determine  a  financial  impact 
for  purposes  of  direct  GME  and  IME  for 
this  provision. 

Ill  section  XXI. B.  of  this  final  rule,  we 
discuss  our  implementation  of  sevdral 
changes  made  by  section  5504  of  the 
Affordable  Care  Act  with  regard  to 
counting  resident  time  in  nonprovider 
settings  for  GME  and  IME  payment 
purposes.  Specifically,  section  5504  of 
the  Affordable  Gare  Act  eliminates  the 
requirement  for  hospitals  to  incur  “all  or 
substantially  all  of  the  costs  for  the 
training  program  in  the  nonprovider 
setting,”  and  now  hospitals  must  only 
incur  the  costs  of  the  salaries  and  fringe 
benefits  of  residents  who  train  in 
nonprovider  sites.  Section  5504  also 
allows  more  than  one  hospital  to  incur 
the  costs  of  training  programs  at 
nonprovider  settings,  either  directly  or 
through  a  third  party.  In  addition, 
section  5504  of  the  Affordable  Care  Act 
creates  a  recordkeeping  requirement  for 
hospitals  to  track  the  time  residents 
spend  training  in  nonprovider  settings, 
which  CMS  must  compare  to  analogous 
data  from  a  base  year. 

With  respect  to  the  recordkeeping 
requirement,  we  are  adopting  our 
proposal  that  rotation  schedules  be  the 
source  for  establishing  the  amount  of 
time  that  residents  spend  training  in 
nonprovider  sites,  both  in  the  base  year 
and  in  subsequent  years.  In  addition,  we 
are  adopting  our  proposal  that  cost 
reporting  periods  beginning  on  or  after 
July  1,  2009  and  before  June  30,  2010  be 
the  base  year  against  which  we  will 
compare  subsequent  years’  data  to 
determine  if  the  amount  of  nonprovider 
training  that  occurs  in  subsequent  years 
increases  relative  to  that  base  year.  We 
also  are  adopting  our  proposal  that 
hospitals  only  need  to  maintain  records 
of  the  unweighted  direct  GME  FTE 
count  of  resident  training  time  in 
nonprovider  settings.  Finally,  we  are 
adopting  our  proposal  to  include  several 
additional  lines  on  the  Medicare  cost 
report  for  hospitals  to  submit  these  data. 
Hospitals  will  be  required  to  report 
these  data  on  a  program-specific  basis 
for  their  primary  care  programs,  and  on 
an  overall  hospital  basis  for  their 
nonprimary  care  programs.  These  data 
will  help  us  to  identify  whether  barriers 
to  resident  training  in  nonprovider  sites 
continue  to  exist. 


We  do  not  believe  that  any  of  these 
policies  will  have  a  significant  financial 
impact  on  the  Medicare  program.  While 
these  policies  may  allow  hospitals  to 
count  additional  FTEs  training  in 
nonprovider  sites,  we  do  not  believe 
that  this  constitutes  significant  financial 
impact  on  the  Medicare  program, 
because  those  residents  will  have  been 
training  at  the  hospital  if  they  were  not 
training  at  the  nonprovider  site.  We  note 
that  the  FTE  slot  redistribution 
discussed  above  that  is  required  by 
section  5503  of  the  Affordable  Care  Act 
may  have  an  impact  on  the  hospitals’ 
ability  to  increase  the  number  of 
residents  training  at  nonprovider  sites, 
unless  it  moves  the  training  that  is 
currently  conducted  at  the  hospital  to  a 
nonprovider  site.  Therefore,  the 
financial  impact  of  section  5504  will  be 
minimal. 

In  section  XXI.C.  of  this  final  rule,  we 
discuss  our  policies  to  implement  the 
provisions  of  section  5505  of  the 
Affordable  Care  Act  that  make  several 
changes  to  existing  CMS  policy  with 
respect  to  counting  resident  training 
time  for  didactic,  scholarly  and  other 
activities.  Specifically,  section  5505(a) 
of  the  Affordable  Care  Act  allows  a 
hospital  to  count  the  time  that  residents 
spend  training  in  an  approved  program 
in  a  “nonprovider  setting  that  is 
primarily  engaged  in  furnishing  patient 
care”  for  direct  GME  purposes.  Section 
5505(b)  of  the  Affordable  Care  Act 
allows  nonpatient  care  activities  to 
count  toward  resident  time  for  IME 
purposes  as  well,  but  only  in  certain 
hospital  settings.  These  nonpatient  care 
activities  do  not  include  research 
activities  that  are  not  associated  with 
the  treatment  or  diagnosis  or  a 
particular  patient.  Section  5505  of  the 
Affordable  Care  Act  also  allows 
hospitals  to  count  the  time  spent  by 
residents  on  vacation,  sick  leave,  or 
other  approved  leave  in  the  hospitals’ 
direct  GME  and  IME  resident  counts,  as 
long  as  the  leave  time  does  not  prolong 
the  total  time  that  the  resident  is 
participating  in  the  approved  training 
program.  In  our  discussion  of  the 
provisions  of  section  5505,  we  described 
the  definitions  of  the  various  new  terms 
used  in  this  section  of  the  Affordable 
Care  Act. 

We  do  not  believe  that  any  of  the 
policies  which  implement  section  5505 
of  the  Affordable  Care  Act  will  have  a 
significant  financial  impact  on  the 
Medicare  program.  While  all  of  these 
provisions  allow  teaching  hospitals  to 
claim  more  resident  training  time  on 
their  respective  cost  reports,  a  hospital 
is  limited  as  to  how  many  resident  FTEs 
it  can  count.  In  addition,  we  note  that 
the  FTE  slot  redistribution  that  is 
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required  by  section  5503  of  the 
Affordable  Care  Act  discussed  earlier 
may  impact  hospitals’  ability  to  increase 
the  number  of  residents  training  at 
nonprovider  sites,  unless  a  hospital 
moves  the  training  that  is  currently 
conducted  at  the  hospital  to  a 
nonprovider  site.  Therefore,  the 
financial  impact  of  section  5505  of  the 
Affordably  Care  Act  is  minimal. 

In  section  XXI.E.  of  this  final  rule,  we 
discuss  our  policies  to  implement 
section  5506  of  the  Affordable  Care  Act. 
Prior  to  the  passage  of  the  Affordable 
Care  Act,  if  a  teaching  hospital  closed, 
its  direct  GME  and  IME  FTE  resident 
cap  slots  would  be  “lost,”  because  those 
slots  were  associated  with  a  specific 
hospital’s  Medicare  provider  agreement. 
Section  5506  of  the  Affordable  Care  Act 
addresses  this  situation  by  instructing 
the  Secretary  to  establish  a  process  by 
regulation  that  will  redistribute  FTE 
resident  cap  slots  from  teaching 
hospitals  that  close  to  hospitals  that 
meet  certain  criteria. 

Section  5506  of  the  Affordable  Care 
Act  applies  to  teaching  hospitals  that 
closed  “on  or  after  a  date  that  is  2  years 
before  the  date  of  enactment,”  that  is, 
March  23,  2008.  Accordingly,  although 
section  5506  of  the  Affordable  Care  Act 
does  address  certain  teaching  hospital 
closures  that  have  already  occurred,  the 
focus  of  this  provision  is  primarily  on 
future  teaching  hospital  closures,  and 
ensuring  that  FTE  resident  cap  slots  are 
not  lost  to  a  community.  VVe  are  unable 
to  project  which  teaching  hospitals  will 
close,  how  many  FTE  resident  slots  they 
have,  and  to  which  hospitals  those  slots 
will  be  ultimately  redistributed. 
Therefore,  we  cannot  determine  a 
financial  impact  for  this  provision. 

In  addition,  section  1102(b)  of  the  Act 
requires  us  to  prepare  a  regulatory 
impact  analysis  if  a  rule  may  have  a 
significant  impact  on  the  operations  of 
a  substantial  number  of  small  rural 
hospitals.  This  analysis  must  conform  to 
the  provisions  of  section  603  of  the 
RFA.  With  the  exception  of  hospitals 
located  in  certain  New  England 
counties,  for  purposes  of  section  1102(b) 
of  the  Act,  we  now  define  a  small  rural 
hospital  as  a  hospital  that  is  located 
outside  an  urban  area  and  has  fewer 
than  100  beds.  Section  601(g)  of  the 
Social  Security  Amendments  of  1983 
(Pub.  L.  98-21)  designated  hospitals  in 
certain  New  England  counties  as 
belonging  to  the  adjacent  urban  areas. 
Thus,  we  continue  to  classify  these 
hospitals  as  urban  hospitals.  We  believe 
that  the  changes  in  this  final  rule  will 
affect  both  a  substantial  number  of  rural 
hospitals  as  well  as  other  classes  of 
hospitals  and  that  the  effects  on  some 
may  be  significant.  Therefore,  the 


Secretary  has  determined  that  this  final 
rule  will  have  a  significant  impact  on 
the  operations  of  a  substantial  number 
of  small  rural  hospitals. 

Section  202  of  the  Unfunded 
Mandates  Reform  Act  of  1995  (UMRA) 
also  requires  that  agencies  assess 
anticipated  costs  and  benefits  before 
issuing  any  rule  whose  mandates 
require  spending  in  any  1  year  of  $100 
million  in  1995  dollars,  updated 
annually  for  inflation.  That  threshold 
level  is  currently  approximately  $135 
million.  This  final  rule  will  not  mandate 
any  requirements  for  State,  local,  or 
tribal  governments,  nor  will  it  affect 
private  sector  costs. 

Executive  Order  13132  establishes 
certain  requirements  that  an  agency 
must  meet  when  it  promulgates  a 
proposed  rule  (and  subsequent  final 
rule)  that  imposes  substantial  direct 
costs  on  State  and  local  governments, 
preempts  State  law,  or  otherwise  has 
Federalism  implications.  Because  this 
regulation  does  not  impose  any  costs  on 
State  or  local  governments,  the 
requirements  of  Executive  Order  13132 
are  not  applicable. 

In  accordance  with  the  provisions  of 
Executive  Order  12866,  this  final  rule 
was  reviewed  by  the  Executive  Office  of 
Management  and  Budget. 

XXII.  Final  Rule:  Changes  to  Whole 
Hospital  and  Rural  Provider  Exceptions 
to  the  Physician  Self-Referral 
Prohibition  and  Related  Changes  to 
Provider  Agreement  Regulations 

A.  Background 

Section  1877  of  the  Act,  also  known 
as  the  physician  self-referral  law: 

(1)  Prohibits  a  physician  firom  mciking 
referrals  for  certain  “designated  health 
services”  (DHS)  payable  by  Medicare  to 
art  entity  with  which  he  or  she  (or  an 
immediate  family  member)  has  a 
financial  relationship  (ownership  or 
compensation),  unless  an  exception 
applies;  and  (2)  prohibits  the  entity  from 
filing  claims  with  Medicare  (or  billing 
another  individual,  entity,  or  third  party 
payer)  for  those  DHS  furnished  as  a 
result  of  a  prohibited  referral.  The  Act 
establishes  a  number  of  specific 
exceptions  and  grants  the  Secretary  the 
authority  to  create  regulatory  exceptions 
that  pose  no  risk  of  program  or  patient 
abuse. 

Section  1877(d)  of  the  Act  sets  forth 
additional  exceptions  related  to 
ownership  or  investment  interests  held 
by  a  physician  (or  an  immediate  family 
member  of  a  physician)  in  an  entity  that 
furnishes  DHS.  Section  1877(d)(1)  of  the 
Act  provides  that  an  ownership  or 
investment  interest  in  a  hospital  located 
in  Puerto  Rico  shall  not  be  considered 


to  be  an  ownership  or  investment 
interest.  Section  1877(d)(2)  of  the  Act 
provides  an  exception  for  ownership  or 
investment  interests  in  rural  providers. 
In  order  for  an  entity  to  qualify  for  the 
exception,  the  DHS  must  be  furnished 
in  a  rural  area  (as  defined  in  section 
1886(d)(2)  of  the  Act)  and  substantially 
all  of  the  DHS  furnished  by  the  entity 
must  be  furnished  to  individuals 
residing  in  a  rural  area.  Section 
1877(d)(3)  of  the  Act  provides  an 
exception,  known  as  the  “whole 
hospital”  exception,  for  ownership  or 
investment  interests  in  a  hospital 
located  outside  of  Puerto  Rico,  provided 
that  the  referring  physician  is 
authorized  to  perform  services  at  the 
hospital  and  the  ownership  or 
investment  interest  is  in  the  hospital 
itself  (and  not  merely  in  a  subdivision 
of  the  hospital). 

B.  Changes  Made  by  the  Affordable  Care 
Act  Relating  to  the  Whole  Hospital  and 
Rural  Provider  Exceptions  to  Ownership 

and  Investment  Prohibition 

• 

Section  6001(a)  of  the  Affordable  Care 
Act  amended  the  whole  hospital  and 
rural  provider  exceptions  to  impose 
additional  restrictions  on  physician 
ownership  or  investment  in  hospitals  to 
qualify  for  such  exceptions.  The  statute 
defines  a  “physician  owner  or  investor” 
in  a  hospital  as  a  physician  or  an 
immediate  family  member  of  a 
physician  who  has  a  direct  or  indirect 
ownership  or  investment  interest  in  the 
hospital.  In  this  document,  we  refer  to 
hospitals  with  such  “physician  owners 
or  investors”  as  “physician-owned 
hospitals.” 

Section  6001(a)(2)  of  the  Affordable 
Care  Act  provides  that  in  order  to  satisfy 
the  whole  hospital  exception,  a 
physician-owned  hospital  must  meet 
the  requirements  described  in  a  new 
section  1877(i)(l)  of  the  Act  no  later 
than  September  23,  2011.  Section 
6001(a)(1)  of  the  Affordable  Care  Act 
amended  the  rural  provider  exception  to 
require  that  hospitals  located  in  rural 
areas  also  satisfy  the  requirements  of 
new  section  1877(i)(l)  of  the  Act  no 
later  than  September  23,  2011. 

Section  6001(a)(3)  of  the  Affordable 
Care  Act,  as  amended  by  the  HCERA, 
sets  forth  the  terms  of  new  section 
1877(i)(l)  of  the  Act.  Under  section 
1877(i)(l  j  of  the  Act,  a  hospital  must: 

(1)  Have  physician  owners  or 
investors  and  a  provider  agreement  in 
effect  on  December  31,  2010; 

(2)  Not  expand  facility  capacity 
beyond  the  number  of  operating  rooms, 
procedure  rooms,  and  beds  for  which 
the  hospital  was  licensed  as  of  March 
23,  2010,  unless  an  exception  is  granted 
by  the  Secretary; 
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(3)  Comply  with  certain  reporting  and 
disclosure  requirements  and  not 
condition  any  physician  ownership  or 
investment  interests  directly  or 
indirectly  on  a  physician  making  or 
influencing  referrals  to  or  generating 
other  business  for  the  hospital: 

(4)  Comply  with  certain  requirements 
designed  to  ensure  that  all  ownership 
and  investment  interests  in  the  hospital 
are  bona  fide; 

(5)  Inform  patients  before  admission  if 
the  hospital  does  not  have  a  physician 
available  on  the  premises  during  all 
hours  and  receive  a  signed 
acknowledgment  that  the  patient 
understands  this  fact;  and 

(6)  Not  have  been  converted  from  an 
ASC  on  or  after  March  23,  2010. 

In  addition,  section  1877(i)(2)  of  the 
Act  requires  the  Secretary  to  collect, 
publish,  and  update  on  an  annual  basis 
on  the  CMS  Web  site  [http:// 
tt'ww.cms.hhs.gov)  the  physician  and 
other  ownership  information  submitted 
by  hospitals  under  section 
1877(i)(l)(C)(i)  of  the  Act.  Section 
1877(i)(3)  of  the  Act  requires  the 
Secretary  to  create  an  exception  process 
I  related  to  the  prohibition  on  expansion 
I  of  facility  capacity  and  publish  in  the 
1  Federal  Register  the  final  decision  with 
'  respect  to  each  applicant  hospital. 

II  Section  6001(b)(1)  of  the  Affordable 

Care  Act  requires  the  Secretary  to 
establish  policies  and  procedures  to 
ensure  compliance  with  the 
requirements  described  in  section 
1877(i)(l)  of  the  Act,  which  may  include 
unannounced  site  reviews  of  hospitals. 
Section  6001(b)(2)  of  the  Affordable 
Care  Act  requires  the  Secretary, 
beginning  no  later  than  May  1,  2012,  to 
conduct  audits  to  determine  whether 
hospitals  are  in  compliance  with  the 
requirements  of  new  section  1877(i)(l) 
of  the  Act. 

As  noted  above,  physician-owned 
hospitals  must  meet  the  requirements  of 
new  section  1877(i)(l)  of  the  Act  not 
■  later  than  18  months  after  the  date  of 
enactment  (that  is,  by  September  23, 
2011).  We  have  received  numerous  - 
inquiries  concerning  how  this  language 
relates  to  several  of  the  requirements  set 
forth  in  section  1877(i)(l)  of  the  Act  that 
specify  earlier  deadlines.  We  believe 
that  compliance  with  all  requirements 
must  occur  no  later  than  September  23, 
2011,  and  failure  to  satisfy  earlier 
deadlines  will  preclude  use  of  the 
revised  ex'ceptions  after  the  earlier 
deadline  has  passed.  For  example, 
section  1877(i)(l)(A)  of  the  Act  provides 
that  the  hospital  must  have  had 
physician  owmership  or  investment  on 
December  31,  2010,  and  a  provider 
agreement  in  effect  on  that  date.  Failure 
to  obtain  a  provider  agreement  that  is 


effective  on  or  before  December  31, 

2010,  will  preclude  use  of  the  revised 
rural  provider  and. whole  hospital 
exceptions  on  and  after  January  1,*2011. 
Another  example  can  be  seen  in  section 
1877(i)(l)(D)(i)  of  the  Act,  which 
provides  that  the  percentage  of  the  total 
value  of  physician  owmership  or 
investment  interests  held  in  the 
hospital,  in  the  aggregate,  must  not 
exceed  such  percentage  as  of  March  23, 
2010.  Therefore,  if  a  hospital  has  no 
physician  ownership  or  investment  as  of 
March  23,  2010,  and  later  adds 
physician  owmers  or  investors,  the 
hospital  will  not  satisfy  the  whole 
hospital  or  rural  provider  exceptions. 
Most  of  the  provisions  within  section 
1877(i)(l)  of  the  Act  do  not  specify  an 
explicit  deadline  for  compliance.  Thus, 
in  the  August  3,  2010  proposed  rule  (75 
FR  46432),  we  proposed  that  the 
deadline  for  compliance  with  all 
provisions  within  section  1877(i)(l)  of 
the  Act  that  do  not  contain  an  explicit 
deadline  is  September  23,  2011,  that  is, 
18  months  after  the  date  of  enactment. 

Below,  we  discuss  changes  we 
proposed  to  make  to  our  regulations  in 
response  to  section  6001  of  the 
Affordable  Care  Act,  as  amended,  the 
public  comments  we  received,  if  any, 
our  responses  to  those  comments,  and 
our  final  policies. 

C.  Changes  to  Physician  Self-Referral 
Regulations 

In  order  to  conform  our  regulations  to 
the  amendments  made  to  the  rural 
provider  exception  by  section  6001(a)(1) 
of  the  Affordable  Care  Act,  in  the 
August  3,  2010  proposed  rule  (75  FR 
46432),  we  proposed  to  revise 
§  411.356(c)(1)  to  specify  that,  in  the 
case  where  the  rural  provider  is  a 
hospital,  the  hospital  must  meet  the 
requirements  of  proposed  new  §411.362 
no  later  than  September  23,  2011. 

Similarly,  we  proposed  to  revise  the 
whole  hospital  exception  at 
§  411.356(c)(3)  to  add  a  new  paragraph 
(iv)  that  provides  that  the  hospital  must 
meet  the  requirements  in  new  §411.362 
not  later  than  September  23,  2011.  In 
the  new  §  411.362,  we  set  forth  the 
additional  requirements  for  both 
exceptions  as  mandated  by  section 
1877(i)(l)  of  the  Act. 

1.  Physician  Ownership  and  Provider 
Agreement 

Section  1877(i)(l)(A)  of  the  Act 
requires  that,  in  order  to  use  the  rural 
provider  or  whole  hospital  exception 
under  section  1877(d)(3)  of  the  Act,  the 
hospital  must  have  physician  ownership 
or  investment  on  December  31,  2010, 
and  a  provider  agreement  under  section 
1866  of  the  Act  in  effect  on  this. date.  In 


the  August  3,  2010  proposed  rule  (75  FR 
46432),  we  proposed  to  incorporate 
these  requirements  in  §  411.362(b)(1)  of 
the  regulations. 

Section  1877(i)(5)  of  the  Act  defines  a 
“physician  owner  or  investor”  as  a 
physician  (or  an  immediate  family 
member  of  such  physician)  with  a  direct 
or  an  indirect  ownership  or  investment 
interest  in  the  hospital.  We  proposed  to 
incorporate  this  statutory  definition  in 
§  411.362(b)(1)  of  the  regulations. 

We  received  many  public  comments 
concerning  this  proposal  and  have 
considered  each  comment  as  discussed 
below. 

Comment:  Many  comrrienters  agreed 
with  the  proposed  interpretation  that.' 
given  the  language  in  section 
1877(i)(l)(D)(i)  of  the  Act  prohibiting 
the  level  of  physician  ownership  from 
increasing  after  March  23,  2010,  both 
existing  hospitals  and  prospective 
hospitals,  must  have  physician 
ownership  or  investment  on  March  23, 
2010  regardless  of  the  provision  in 
section  1877(i)(l)(A)  of  the  Act,  which 
states  that  a  hospital  must  have 
physician  ownership  on  or  before 
December  31,  2010  and  a  provider 
agreement  in  effect  on  such  date.  The 
commenters  asserted  that  this  provides 
a  bright  line  rule  and  assures  that 
existing  hospitals  and  hospitals 
currently  under  development  are  treated 
equally  with  respect  to  physician 
ownership  and  investment. 

Response:  We  appreciate  the 
commenters’  support  for  our  proposals. 

Comment:  Two  commenters  disagreed 
with  our  interpretation  that  both 
existing  hospitals  and  prospective 
hospitals  must  have  physician 
ownership  or  investment  on  March  23, 
2010  regardless  of  the  provision  in 
section  1877(i)(l)(A)  of  the  Act  stating 
that  a  hospital  must  have  physician 
ownership  on  December  31,  2010.  One 
commenter  believed  that  our 
interpretation  of  the  statute  is  flawed 
because  it  is  contrary  to  congressional 
intent  and  the  principle  of  statutory 
construction  providing  that,  wherever 
possible,  a  statute  should  be  construed 
to  give  effect  to  every  word  and  to  avoid 
rendering  language  meaningless.  The 
commenter  reasoned  that,  in  the  case  of 
a  hospital  under  development,  there  is 
merely  a  construction  project,  rather 
than  a  licensed  hospital,  in  existence  as 
of  March  23,  2010.  The  commenter 
indicated  that  our  proposed 
interpretation  requiring  physician 
ownership  to  exist  on  March  23,  2010, 
would  render  meaningless  the  statutory 
language  specifying  that  a  hospital  must 
have  physician  ownership  on  December 
31.  2010.  Both  commenters  asserted  that 
the  March  23,  2010  date  was  a  drafting 
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error  that  should  be  corrected  through 
rulemaking.  The  commenters  urged 
CMS  to  reconcile  these  provisions  by 
applying  the  March  23,  2010  deadline 
for  measuring  the  baseline  percentage  of 
physician  ownership  only  to  hospitals 
that  already  had  a  Medicare  provider 
agreement  in  effect  on  March  23,  2010 
and  allowing  hospitals  that  are  under 
development  and  without  any  existing 
physician, ownership  or  investment 
interests  as  of  March  23,  2010  to  add 
physician  owners  until  the  end  of  the 
year. 

Response:  VVe  disagree  with  the 
commenters’  proposal  and  reasoning. 
First,  section  1877{i)(l)(D)(i)  of  the  Act 
specifically  states  that  the  percentage  of 
the  total  value  of  physician  ownership 
or  investment  interests  held  in  the 
hospital,  or  in  an  entity  whose  assets 
include  the  hospital,  must  not  exceed 
such  percentage  as  of  date  of  enactment 
(March  23,  2010).  Nothing  in  the  plain 
language  of  the  statute  suggests  that  this 
provision  applies  only  to  hospitals  that 
already  have  a  provider  agreement  in 
effect  on  March  23,  2010.  The  reference 
to  entities  whose  assets  include  the 
hospital  suggest  that  Congress  intended 
this  provision  to  apply  to  hospitals  that 
are  under  development.  Therefore,  if  a 
hospital  does  not  have  physician 
ownership  on  March  23,  2010,  and  later 
adds  physician  owners,  the  hospital  will 
be  unable  to  qualify  for  the  rural 
provider  or  whole  hospital  exception. 
Adopting  the  commenter’s  suggested 
interpretation  would  render  section 
1877(i)(l){D)(i)  of  the  Act  entirely 
meaningless  and  require  us  to  substitute 
its  reference  to  the  date  of  enactment 
(March  23,  2010)  with  “December  31 , 
2010.”  This  is  contrary  to  the  principle 
that  a  statute  must  not  be  construed  to 
add  words  that  Congress  has  not 
included. 

Second,  the  interpretation  in  the 
proposed  rule  does  not  render  any 
provision  of  the  Act  meaningless.  Our 
interpretation  gives  meaning  to  both 
sections  1877(i)(l)(A)  and 
1877(i)(l)(D)(i)  of  the  Act.  Reading  both 
of  these  statutory  provisions  together,  a 
hospital  must  have  at  least  some 
physician  ownership  on  March  23,  2010 
and,  even  if  it  subsequently  decreases 
physician  ownership,  it  must  at  least 
retain  some  physician  ownership  on 
December  31,  2010.  The  hospital  may 
not,  for  example,  reduce  physician 
ownership  to  zero  on  December  31, 
2010,  and  later  increase  physician 
ownership  to  the  level  that  existed  on 
March  23,  2010.  Additionally,  we  are 
clarifying  that  a  physician-owned 
hospital  may  add  or  increase  the 
number  of  physician  owners  or 
investors,  or  replace  physician  owners 


or  investors,  as  long  as  the  aggregate 
percentage  of  physician  ownership  or 
inv’estment  does  not  increase. 

Comment:  One  commenter  requested 
clarification  regarding  whether  a 
physician-owned  hospital  would  satisfv’ 
the  exception  if  its  provider  agreement 
is  issued  after  December  31,  2010,  but 
with  an  effective  date  on  or  before 
December  31,  2010.  The  commenter 
suggested  that  the  proposed  regulatory 
language  of  §  411.362(b)(1)  should  be 
revised  to  read  “  *  *  *  a  provider 
agreement  under  section  1866  of  the  Act 
in  effect  on  that  date.”  Additionally,  the 
commenter  suggested  that  proposed 
§  411.362(b)(2)  be  revised  to  include 
similar  language  clarifying  an  effective 
date  of  December  31 , 2010. 

Response:  A  physician-owned 
hospital  would  satisfy  the  whole 
hospital  or  rural  provider  exception  if 
its  provider  agreement  is  issued  after 
December  31,  2010,  so  long  as  the 
provider  agreement  letter  contains  an 
effectiv'^e  date  of  on  or  before  December 
31,2010. 

Comment:  One  commenter  stated  that 
it  takes  a  tremendous  amount  of  money, 
time,  staff  and  other  resources  to 
develop  a  hospital,  obtain  financing, 
and  complete  other  steps  necessary  to 
have  a  provider  agreement  in  effect  on 
December  31,  2010  deadline  to  be 
grandfathered.  The  commenter  further 
stated  that  it  entered  into  a  formal 
physician  contribution  agreement  on 
March  1,  2010,  and  closed  the 
contribution  on  April  30,  2010,  relying 
on  the  language  of  section  6001  of  the 
Affordable  Care  Act,  believing  it  had 
until  December  31,  2010  to  obtain  a 
Medicare  provider  agreement  and 
physician  ownership.  The  commenter 
contended  that  under  CMS’ 
interpretation  of  section  6001  of  the 
Affordable  Care  Act  and  the  March  23. 
2010'enactment  date,  this  hospital  will 
not  qualify  for  the  whole  hospital 
exception  if  it  adds  any  physician 
owners  after  that  date.  The  commenter 
further  asserted  that  this  interpretation 
is  inconsistent  with  statutory 
construction  and  has  harsh  , 

consequences.  The  commenter  stated 
that  if  it  had  known  March  23,  2010  was 
the  deadline,  it  would  have  conformed 
to  that  date. 

Response:  The  existence  of  the 
proposed  legislation  was  well  lenown 
and  publicized.  The  terms  of  the 
legislation  as  enacted  on  March  23, 
2010,  clearly  provided  that  the 
percentage  of  the  total  value  of 
physician  ownership  or  investment 
interests  held  in  the  hospital,  in  the 
aggregate,  must  not  increase  above  the 
level  that  existed  on  the  date  of 
enactment.  The  commenter’s  choice  to 


proceed  with  the  contribution  and  not 
close  it  sooner  was  extremely  risky 
under  the  circurhstances  if  it  intended 
for  the  physician  owners  to  be  able  to 
refer  to  the  new  hospital.  As  noted 
above,  we  disagree  that  our 
interpretation  of  the  statute  is 
impermissible. 

Comment:  One  commenter  contended 
that  interpreting  section  6001  of  the 
Affordable  Care  Act  to  require  physician 
ownership  in  the  hospital  by  March  23, 
2010,  renders  meaningless  the 
requirement  that  a  physician-owned 
hospital  must  not  have  been  converted 
from  an  ambulatory  surgical  center 
(ASC)  to  a  hospital  on  or  after  the  date 
of  enac:tment. 

Response:  We  disagree.  Section 
1877(i)(l)(D)(i)  provides  that  the  total 
value  of  the  ownership  or  investment 
interests  held  by  physicians  in  the 
aggregate  in  the  hospital  “or  in  an  entity 
whose  assets  include  the  hospital” 
cannot  exceed  the  percentage  that 
existed  on  March  23,  2010.  We  believe 
that,  depending  on  the  facts,  an  ASC 
that  later  converts  to  a  hospital  could  be 
an  “entity  whose  assets  include  the 
hospital.”  In  our  experience,  the 
hospital  that  exists  after  conversion 
from  an  ASC  possesses  the  same 
equipment  and  other  assets  that  once 
belonged  to  the  ASC.  For  example,  if  an 
ASC  converted  to  a  physician-owned 
hospital  on  April  1,  2010,  and  the 
hospital  later  has  a  provider  agreement 
in  effect  on  December  31,  2010,  it  might 
not  qualify  for  the  whole  hospital  or 
rural  provider  exception.  The  parties 
could  seek  an  advisory  opinion  to 
address  this  issue. 

Comment:  Another  commenter  raised 
a  similar  objection,  asserting  that  there 
was  an  inconsistency  between  CMS’ 
proposed  interpretation  that  the  hospital 
must  have  physician  ownership  by 
March  23,  2010,  but  that  the  facility 
expansion  deadline  is  December  31, 
2010,  not  March  23,  2010.  The 
commenter  believed  these  distinctions 
are  arbitrary  and  that  CMS  is  fabricating 
Congressional  intent  by  stating  in  the 
proposed  rule  (75  FR  46434)  that  section 
1877(i)(l)(D)(i)  of  the  Act  “assumes  the 
existence  of  physician  ownership”  on 
March  23,  2010. 

Response:  We  recognize  that  some 
commenters  disagree  with  our 
interpretaticns  of  the  statutory 
requirements.  However,  we  believe  that, 
in  each  instance,  we  have  interpreted 
the  various  sections  harmoniously. 
Also,  we  must  clarify  that  we  did  not 
propose  a  uniform  December  31,  2010 
facility  expansion  deadline.  Rather, 
consistent  with  the  statute,  we  proposed 
in  §41 1.362(b)(2)  that  the  hospital  may 
not  increase  the  number  of  operating 
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rooms,  procedure  rooms,  and  beds 
beyond  that  for  which  the  hospital  is 
licensed  on  March  23,  2010  (or,  in  the 
case  of  a  hospital  that  did  not  have  a 
provider  agreement,  in  effect  as  of  that 
date,  but  does  have  a  provider 
agreement  in  effect  on  December  31, 

2010,  the  effective  date  of  such  provider 
agreement). 

Comment:  One  commenter  asserted 
that  many  hospitals  have  projects  that 
have  been  in  the  works  prior  to  March 
23,  2010,  and  December  31,  2010  is  not 
enough  time  to  obtain  all  approvals, 
licenses,  and  inspections  in  order  to 
qualify  for  the  grandfather  provision. 

The  commenter  stated  that,  because  the 
provider  agreement  deadline  is  this 
year,  some  hospitals  will  be 
disadvantaged  merely  because 
complying  with  regulations  in  some 
States  takes  longer  than  others. 

Response:  Section  1877(i)(l)(A)  of  the 
Act  requires  that,  in  order  to  use  the 
whole  hospital  or  rural  provider 
exception,  the  hospital  must  have  a 
provider  agreement  in  effect  on 
December  31,  2010.  This  is  a  statutory 
directive  and  we  do  not  have  the 
discretion  to  address  the  concern  raised 
by  the  commenter. 

Comment:  One  commenter 
recommended  that  CMS  adopt,  for  the 
purposes  of  section  1877{i){l)(A)(ii)  of 
the  Act  only,  the  concept  of  an 
“approvable”  application,  similar  to 
what  is  done  for  physicians.  The 
commenter  further  suggested  that 
assuming  the  applicant  is  ultimately 
successful  in  its  certification  survey,  the 
point  at  which  the  application  is 
submitted  and  reviewed  by  the  fiscal 
intermediary  or  MAC  and  recommended 
to  CMS  for  approval  would  be  an 
appropriate  point  to  establish 
compliance  with  the  provider  agreement 
deadline.  An  alternative  suggestion 
made  by  the  commenter  was  to  require 
any  fiscal  intermediary  or  MAC  that 
receives  a  provider  application  from  a 
hospital  trying  to  comply  with  section 
1877(i)(l)(A)(ii)  of  the  Act  to  review  and 
respond  to  the  applicant  within  15  days. 

Response:  We  are  not  persuaded  by 
the  commenter’s  recommendations.  We 
will  consider  a  provider  to  have  a 
provider  agreement  in  effect  on 
December  31,  2010,  if  the  effective  date 
of  the  agreement  is  no  later  than 
December  31,  2010.  As  set  forth  in 
§489. 13(b),  the  effective  date  of  a 
provider  agreement  may  not  be  earlier 
than  the  latest  of  the  dates  on  which 
CMS  determines  that  the  applicable 
Federal  requirements  are  satisfied. 

After  consideration  of  the  public 
comments  we  received,  we  are  adopting 
as  final,  without  modification,  our 


proposed  regulations  at  §  411.362(b)(1) 
and  §411. 362(a)(1). 

2.  Limitation  on  Expansion  of  Facility 
Capacity 

Section  1877(i)(l)(B)  of  the  Act 
requires  that  the  number  of  operating 
rooms,  procedure  rooms,  and  beds  for 
which  the  hospital  is  licensed  at  any 
time  on  or  after  March  23,  2010,  be  no 
greater  than  the  number  of  operating 
rooms,  procedure  rooms,  and  beds  for 
which  the  hospital  was  licensed  on  that 
date.  However,  section  1877(i)(3)(C)  of 
the  Act  authorizes  the  Secretary  to 
permit  a  physician-owned  hospital  to 
increase  capacity  above  its  “baseline 
number  of  operating  rooms,  procedure 
rooms,  and  beds.”  Section 
1877(i)(3)(C)(iii)  of  the  Act,  as  amended 
by  section  1106(2)(B)  of  the  HCERA, 
defines  the  term  “baseline  number  of 
operating  rooms,  procedure  rooms,  and 
beds”  to  mean  “the  number  of  operating 
rooms,  procedure  rooms,  and  beds  for 
which  the  applicable  hospital  is 
licensed  as  of  [March  23,  2010]  (or,  in 
the  case  of  a  hospital  that  did  not  have 
a  provider  agreement  in  effect  as  of  that 
date,  but  does  have  an  agreement  in 
effect  oh  December  31,  2010,  the 
effective  date  of  such  provider 
agreement).”  Although  section 
1877(i)(l)(B)  of  the  Act  does  not  reflect 
the  language  in  section  1877(i)(3)(C)(iii) 
permitting  the  baseline  facility  capacity 
to  be  determined  for  some  hospitals  as 
of  December  31,  2010,  we  must  read 
sections  1877(i)(l)(B)  and 
1877(i)(3)(C)(iii)  of  the  Act  together  and 
interpret  them  hcumoniously. 
Accordingly,  in  proposed 
§  411.362(b)(2)  in  the  August  3,  2010 
proposed  rule  (75  FR  46463),  we 
specified  that  the  hospital  will  be 
limited  to  the  number  of  operating 
rooms,  procedure  rooms,  and  beds  for 
which  the  hospital  is  licensed  on  March 
23,  2010,  or  if  the  hospital  did  not  have 
a  provider  agreement  in  effect  as  of  that 
date,  hut  does  have  an  agreement  in 
effect  on  December  31,  2010,  the 
effective  date  of  such  provider 
agreemeiit. 

The  limitation  on.  expansion  of 
facility  capacity  applies  to  operating 
rooms,  procedure  rooms,  and  beds  for 
which  the  hospital  is  licensed.  It  is 
important  to  note  that  the  limitation  on 
expansion  applies  to  operating  rooms 
and  procedure  rooms,  regardless  of 
whether  a  State  licenses  these  rooms. 
Referrals  are  prohibited  if  made  by 
physician  owners  and  investors  after 
facility  expansion  and  prior  to  the 
Secretary’s  granting  of  an  exception  to 
the  capacity  restriction.  Exceptions  for 
expanding  facility  capacity  will  protect 


only  those  referrals  made  after  the 
exception  is  granted. 

Section  1877(i)(3)(G)  of  the  Act 
specifies  that  “the  term  ‘procedure 
rooms’  includes  rooms  in  which 
catheterizations,  angiographies, 
angiograms,  and  endoscopies  are 
performed,  except  such  term  shall  not 
include  emergency  rooms  or 
departments  (exclusive  of  rooms  in 
which  catheterizations,  angiographies, 
angiograms,  and  endoscopies  are 
performed).”  Under  our  proposed 
definition  of  procedure  rooms  at 
§  411.362(a)(2),  the  term  is  limited  to  the 
types  of  rooms  specified  in  the  statute. 
Although  the  statute  would  permit  us  to 
define  “procedure  rooms”  to  include 
rooms  where  other  services  are 
performed,  we  did  not  propose  to  do  so. 
We  encouraged  public  comments  on 
whether  “procedure  rooms”  should 
include  rooms  where  additional  . 
services,  such  as  CT  or  PET  scans,  or 
other  services,  are  performed. 

Section  1877(i)(3)(A)  of  the  Act  gives 
the  Secretary  until  January  1,  2012,  to 
promulgate  regulations  concerning  the 
process  for  a  hospital  to  apply  for  an 
exception  and  provides  that  the 
implementation  of  this  process  must 
occur  on  February  1,  2012.  As  we 
indicated  in  the  proposed  rule,  we  plan 
to  issue  a  separate  rulemaking 
document  that  will  provide  for 
implementation  of  this  exceptions 
process. 

We  received  a  large  number  of 
comments  on  our  proposal  and  have 
considered  each  comment  as  discussed 
below.  Commenters  in  favor  of  our 
proposal  agreed  that  the  limitations  on 
expansion  on  procedure  rooms, 
operating  rooms,  and  beds  were 
necessary  and  consistent  with  section 
1877(i)(l)(B)  of  the  Act.  Commenters 
who  opposed  the  proposal  raised 
questions  concerning  the  financial 
impact  upon  hospitals  that  were  in  the 
midst  of  an  expansion,  our 
interpretation  of  the  expansion 
deadline,  and  the  interplay  with  the 
deadlines  associated  with  other 
provisions  found  in  section  1877(i)  of 
the  Act.  A  large  number  of  commenters 
requested  clarifications  regarding 
situations  where  the  State  does  not 
license  these  rooms  and  beds.  We 
discuss  below  all  of  the  significant 
points  raised  by  commenters  to  our 
proposal. 

Comment:  One  commenter  urged 
CMS  to  confirm  that  a  physician-owned 
hospital  may  replace  operating  rooms, 
procedure  rooms,  and  beds  with  new 
ones,  so  long  as  the  total  number  of  each 
does  not  increase  beyond  the  baseline 
number  for  which  the  hospital  is 
licensed  as  of  March  23,  2010.  The 
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Icommenter  noted  that  while  Congress 

significantly  increased  the  requirements 
to  satisfy  the  whole  hospital  exception, 
such  hospitals  are  permitted  to  exist 
under  the  law  and,  therefore,  will  need 
to  be  improved  to  maintain  their 
infrastructure  over  time. 

Response:  The  commenter  correctly 
characterizes  our  interpretation  of  the 
Act.  The  language  in  section 
1877(i)(l)(D)  of  the  Act  limits  expansion 
of  the  total  number  of  operating  rooms, 
procedure  rooms,  and  beds  beyond  the 
number  for  which  the  hospital  is 
licensed  as  of  March  23,  2010.  Thus,  if 
a  hospital  retires  old  beds  for  new  beds 
(or  retires  old  operating  rooms  and 
procedure  rooms  for  new  operating 
rooms  and  procedure  rooms)  without 
increasing  the  baseline  number,  there 
would  be  no  violation  of  section 
1877(i)(l){B)  of  the  Act. 

Comment:  One  commenter  stated  that 
the  proposed  regulation  did  not  address 
hospitals  that  had  a  provider  agreement 
in  effect  on  March  23,  2010,  and  were 
in  the  middle  of  an  expansion  project, 
including  those  projects  or  renovations 
that  were  occurring  in  States  that  do  not 
license  operating  or  procedure  rooms. 

Response:  We  recognize  that  States 
usually  do  not  license  the  number  of 
hospital  operating  and  procedure  rooms. 
As  we  stated  in  the  August  3,  2010 
proposed  rule  (75  FR  46433),  the 
limitation  on  expansion  applies  to 
operating  rooms  and  procedure  rooms, 
regardless  of  whether  a  State  licenses 
these  rooms.  We  interpret  the  statutory 
phrase  “for  which  the  hospital  is 
licensed”  as  applying  only  to  beds.  In 
other  words,  w'e  hqlieve  the  statute 
limits  a  hospital’s  ability  to  increase  the 
number  of  beds  for  which  it  was 
licensed  and  the  number  of  operating 
and  procedure  rooms  that  existed  at  the 
hospital  and  were  operational  on  March 
23,  2010  (or  December  31,  2010,  if 
applicable).  A  hospital  that  had  a 
provider  agreement  in  effect  bn  March 
23,  2010  and  was  in  the  process  of 
expanding  the  number  operating  rooms 
or  procedure  rooms,  but  did  not  have 
the  rooms  in  existence  by  March  23, 
2010,  would  not  be  able  to  include  in 
its  baseline  facility  capacity  the  rooms 
that  were  not  yet  operational.  The 
hospital  could,  however,  seek  the 
Secretary’s  approval  of  the  expansion 
through  the  process  that  will  be 
established  under  section  1877(i)(3)(A) 
of  the  Act. 

Comment:  One  commenter  stated  that 
it  could  be  difficult  to  satisfy  the  criteria 
for  obtaining  the  Secretary’s  approval 
for  an  exception  to  the  prohibition 
against  expansiompf  facility  capacity, 
particularly  for  general  acute  care  full 


service  hospitals,  within  an  area  of 
population  growth. 

Response:  We  understand  the 
concerns  expressed  by  the  commenter, 
but  we  have  no  discretion  to  ignore  the 
standards  set  forth  in  sections 
1877(i)(3)(E)  and  (i)(3)(F)  of  the  Act. 

Comment:  Several  commenters 
objected  to  the  proposed  interpretation 
of  section  1877(i)(l)(B)  of  the  Act  that 
the  hospital  will  be  limited  to  the  . 
number  of  operating  rooms,  procedure 
rooms,  and  beds  for  which  tbe  hospital 
is  licensed  on  March  23,  2010,  or  in  the 
case  of  a  hospital  that  did  not  have  a 
provider  agreement  in  effect  on  that 
date,  but  does  have  an  agreement  in 
effect  on  December  31,  2010,  the 
effective  date  of  such  agreement.  Some 
commenters  objected  based  on  equity, 
while  other  commenters  made 
arguments  concerning  this 
interpretation  of  section  1877(i)(l)(B)  of 
the  Act.  Those  commenters  who 
objected  to  the  interpretation  suggested 
that  the  last  clause  in  subsection  (B) 
refers  not  the  “date  of  enactment,” 
which  Congress  could  have  easily  done, 
but  rather  to  “such  date”  as  the  date  by 
which  expansion  must  be  completed. 
The  commenters  asserted  that  this 
language  could  refer  to  either  the  date 
of  enactment  or  December  31,  2010, 
which  appears  in  the  prdfceding 
provision  at  section  1877(i)(l)(B)  of  the 
Act.  The  commenters  further  stated  that 
this  provision  is  ambiguous  and  capable 
of  being  interpreted  several  ways  that  do 
not  necessitate  limiting  the  number  of 
beds,  operating  rooms,  or  procedure 
rooms  to  March  23,  2010  numbers. 
Additionally,  some  of  the  commenters 
asserted  that  this  proposal  renders  the 
provision  “18  months  after  the  date  of 
enactment”  meaningless  and 
superfluous.  Those  commenters  stated 
that  the  statute  should  be  read,  to  give 
meaning  to  the  18-month  deadline  so 
that  the  hospital  can  add  beds,  operating 
rooms,  or  procedure  rooms  to  its  license 
before  18  months  after  the  date  of 
enactment. 

Response:  We  are  not  persuaded  to 
adopt  either  of  the  expansion  deadlines 
recommended  by  the  commenters. 
Although  there  may  be  varying 
interpretations  of  tbe  statutory  language, 
we  believe  that  our  reading  is  a  rational 
reading  of  the  statute.  Section 
1877(i)(l)(B)  of  the  Act  requires  that  the 
number  of  operating  rooms,  procedure 
rooms,  and  beds  for  which  tbe  hospital 
is  licensed  at  any  time  on  or  after  the 
date  of  enactment  (March  23,  2010),  be 
no  greater  than  the  number  of  operating 
rooms,  procedure  rooms,  and  beds  for 
which  the  hospital  was  licensed  “as  of 
such  date.”  We  do  not  believe  the 
commenter’s  suggestion  that  we 


construe  “such  date”  to  mean  any  date 
other  than  the  date  of  enactment  is 
reasonable.  We  note  that  section 
1877(i)(3)(C)  of  the  Act  authorizes  the 
Secretary  to  permit  a  physician-owned 
hospital  to  increase  capacity  above  its 
“baseline  number  of  operating  rooms, 
procedure  rooms,  and  beds.”  Section 
1877(i)(3)(C)(iii)  of  the  Act,  as  amended 
by  section  1106(2)(B)  of  the  HCERA, 
defines  the  term  “baseline  number  of 
operating  rooms,  procedure  rooms,  and 
beds”  to  mean  “the  number  of  operating 
rooms,  procedure  rooms,  and  beds  for 
which  the  hospital  is  licensed  as  of 
[March  23,  2010]  (or,  in  the  case  of  a 
hospital  that  did  not  have  a  provider 
agreement  in  effect  as  of  that  date,  but 
does  have  an  agreement  in  effect  on 
December  31,  2010,  the  effective  date  of 
such  provider  agreement).”  Although 
section  1877(i)(l)(B)  of  the  Act  does  not 
reflect  the  language  in  section 
1877(i)(3(C)(iii)  of  the  Act  permitting 
the  baseline  facility  capacity  to  be 
determined  for  some  hospitals  as  of 
December  31,  2010,  we  must  read 
sections  1877(i)(l)(B)  and 
1877(i)(3)(C)(iii)  of  the  Act  together  and 
interpret  them  harmoniously. 
Accordingly,  in  proposed 
§  411.362(b)(2),  we  specified  that*the 
hospital  will  be  limited  to  the  number 
of  operating  rooms,  procedure  rooms, 
and  beds  for  which  the  hospital  is 
licensed  on  March  23,  2010,  or  if  the 
hospital  did  not  have  a  provider 
agreement  in  effect  as  of  that  date,  but 
does  have  an  agreement  in  effect  on 
December  31,  2010,  the  effective  date  of 
such  provider  agreement.  Referrals  are 
prohibited  if  made  by  physician  owners 
and  investors  after  facility  expansion 
and  prior  to  the  Secretary’s  granting  of 
an  exception  to  the  capacity  restriction. 
Exceptions  for  expanding  facility 
capacity  will  protect  only  those  referrals 
made  after  the  exception  is  granted. 

The  other  recommendation  made  by 
commenters  involved  interpreting  the 
statute  to  permit  facility  expansion  until 
September  23,  2011.  In  the  August  3, 
2010  proposed  rule  (75  FR  46432),  we 
stated  that  physician-owned  hospital 
must  meet  the  requirements  of  new 
section  1877(i)(l)  of  the  Act  not  later 
than  18  months  after  the  date  of 
enactment  fthat  is,  by  September  23, 
2011).  We  believe  that  compliance  with 
all  requirements  must  occur  no  later 
than  September  23,  2011,  and  failure  to 
satisfy  earlier  deadlines  (such  as  that 
forth  in  section  1877(i)(l)(B)  of  the  Act) 
will  preclude  use  of  the  revised 
exceptions  after  the  earlier  deadlines 
have  passed.  We  do  not  believe  that  the 
commenters’  suggestion  gives  effect  to 
other  deadlines  in  the  statute. 
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Comment:  One  commenter  asserted 
that  the  deadline  for  obtaining 
physician  ownership  and  a  provider 
agreement  and  the  deadline  for 
measuring  the  baseline  facility  capacity 
are  in  conflict.  The  commenter  believed 
there  was  a  drafting  oversight  and  that 
the  proposed  rule  defies  logic.  The 
commenter  remarked  that  the 
“grandfathering”  of  providers  and  the 
limitations  on  expansion  were  clearly 
intended  to  run  until  the  end  of  this 
year  but  because  of  a  technical 
oversight,  the  grandfathered  provider 
must  have  physician  ownership  as  of 
March  23,  20io. 

Response:  We  are  obligated  to  follow 
the  statutory  directive,  and  we  believe 
our  interpretation  of  the  statutory 
provision  is  reasonable.  We  believe 
there  is  no  conflict  between  section 
1877(i)(l)(A)  of  the  Act,  which 
mandates  that,  in  order  to  use  the  rural 
provider  and  whole  hospital  exceptions, 
the  hospital  must  have  a  provider 
agreement  and  physician  ownership  or 
investment  on  December  31,  2010,  and 
the  restriction  on  facility  expansion  set 
forth  in  section  1877(i)(l)(B)  of  the  Act 
and  interpreted  in  accordance  with 
section  1877(i)(3)(C)  of  the  Act.  As  we 
noted  in  the  proposed  rule,  several  of 
the  requirements  in  section  1877(i)(l)  of 
the  Act  have  differing  deadlines  for 
compliance  and  we  must  give  meaning 
to  those  deadlines. 

'  Comment:  One  commenter  argued 
that  the  proposed  rule  will  have  a 
significant  and  deleterious  effect  on 
psychiatric  hospitals  in  particular 
because  the  number  of  beds  available  for 
psychiatric  patients  has  been  declining 
over  the  years  and  as  a  result,  this 
shortage  has  increased  demands  on 
hospital  emergency  rooms.  The 
commenter  recommended  the  following 
changes  to  the  proposed  rule  at 
§411. 362(b)(2): 

1.  Exempt  grandfathered  psychiatric 
hospitals  from  §411. 362(b)(2). 

2.  Revise  the  rule  to  specify  that 
grandfathered  psychiatric  hospitals  are 

I  permitted  to  expand  bed  capacity  (only) 
beyond  that  for  which  it  was  licensed  as 
I  ofMarch  23,  2010. 

Response:  We  are  not  persuaded  to 
’  adopt  the  commenter’s  suggestions.  We 
have  the  authority  pursuant  to  section 
■  1877(b)(4)  of  the  Act  to  create  new 

regulatory  exceptions  for  financial 
=  relationships  such  as  the  one 

I  recommended  by  the  commenter, 

provided  that  such  an  exception  poses 
i|  no  risk  of  program  or  patient  abuse.  At 
r  this  time,  we  are  unable  to  conclude 
r  that  there  is  no  risk  of  program  or 
I  patient  abuse  and,  therefore,  we  will  not 
I  be  promulgating  the  exception 
I  requested  by  the  commenter.  We  will 


continue  to  consider  whether  there  are 
certain  types  or  categories  of  hospitals 
that  warrant  an  exception.  In  addition, 
we  remind  the  commenter  that, 
pursuant  to  section  1877(i)(3)(A)  of  the 
Act,  there  will  be  a  process  for  hospitals 
to  apply  for  an  exception  to  the 
limitation  on  the  expansion  of  rooms 
and  beds.  Individual  psychiatric 
hospitals  that  are  impacted  by  the 
limitation  on  expansion  may  wish  to 
request  an  exception  under  this  process. 

Comment:  One  commenter  stated  the 
prohibition  against  facility  expansion 
should  not  apply  when  a  physician- 
owned  hospital  relocates  some  or  all  of 
the  operating  rooms,  procedure  rooms, 
or  beds  for  which  the  hospital  was 
licensed  as  ofMarch  23,  2010,  to  an 
existing  or  new  site  if: 

1.  Relocation  would  not  increase  the 
number  of  operating  rooms,  procedure 
rooms,  or  beds  for  which  the  hospital 
was  licensed  on  March  23,  2010; 

2.  Following  this  relocation,  all  of  the 
hospital’s  operating  rooms,  procedure 
rooms,  and  beds  (including  those 
relocated  to  the  other  site)  would 
continue  to  be  operated  by  the  same 
legal  entity,  under  the  sam6  State-issued 
hospital  license,  the  same  Medicare 
provider  agreement  and  the  same  CMS 
certification  number; 

3.  The  hospital’s  original  location  and 
other  site  would  be  operated  in 
compliance  with  all  applicable 
Medicare  laws  and  requirements;  and 

4.  The  hospital  would  comply  fully 
with  all  the  requirements  under  the 
whole  hospital  exception. 

The  commenter  urged  CMS  to  clarify 
that  a  hospital  is  free  to  relocate  its 
existing  beds  under  the  circumstances 
described  above. 

Response:  Under  the  circumstances 
described  by  the  commenter,  the 
relocation  of  beds  would  not  constitute 
an  increase  in  the  number  of  licensed 
beds.  Under  other  circumstances,  the 
hospital  may  wish  to  seek  an  advisory 
opinion  regarding  the  applicability  of 
the  prohibition  against  expansion. 

Comment:  One  commenter  contended 
that  section  1877(i)(l)(B)  of  the  Act  does 
not  provide  any  basis  for  including 
restrictions  on  how.  a  hospital  uses  its 
beds,  as  long  as  it  does  not  increase  the. 
number  of  beds  beyond  the  number  that 
were  licensed  on  March  23,  2010 
Another  commenter  similarly  inquired 
whether  operating  rooms,  procedure 
rooms,  and  beds  could  change  purposes 
(for  example,  through  the  conversion  of 
a  cardiac  catheterization  room  into  an 
endoscopy  room),  as  long  as  the  number 
of  operating  rooms,  procedure  rooms, 
and  beds  in  the  aggregate  did  not 
increase.  However,  another  commenter 
asserted  that,  under  the  terms  of  the 


statute,  a  hospital  cannot  reduce  its 
operating  rooms  to  increase  the  number 
of  its  procedure  rooms,  and  each 
individual  category  must  remain  capped 
at  its  March  23,  2010  level. 

Response:  We  interpret  section 
1877(i)(l)(B)  of  the  Act  to  impose 
restrictions  only  on  the  aggregate 
number  of  operating  rooms,  procedure 
rooms,  and  beds.  Therefore,  we  will  not 
impose  any  restrictions  regarding  the 
manner  in  which  a  physician-owned 
hospital  uses  its  beds,  operating  rooms, 
or  procedure  rooms.  In  other  words,  if 
a  hospital  is  authorized  to  operate  20 
beds,  2  operating  rooms,  and  2 
procedure  rooms,  the  hospital  may 
reduce  or  increase  the  number  of  beds, 
operating  rooms,  or  procedure  rooms  as 
long  as  the  resulting  aggregate  number 
of  beds,  operating  rooms,  and  procedure 
rooms  does  not  exceed  24  (assuming 
any  applicable  licensure  requirements 
are  satisfied). 

Comment:  Several  commenters 
supported  the  statement  in  the  preamble 
of  the  proposed  rule  (75  FR  46433)  that 
the  limitation  on  the  expansion  of 
procedure  rooms  and  operating  rooms 
applies  regardless  of  whether  a  State 
licenses  those  rooms. 

Response:  We  appreciate  the 
commenters’  support  for  our  position. 

Comment:  One  commenter 
recommended  that  CMS  clarify  that 
even  if  the  hospital’s  State-issued 
license  does  not  separately  enumerate 
the  number  of  operating  rooms  or 
procedure  rooms,  the  State  can  confirm 
the  number  of  operating  rooms  and 
procedure  rooms  that  the  hospital  was 
authorized  to  operate  as  ofMarch  23, 
2010,  and  if  no  increase  has  occurred 
since  that  time,  the  hospital  would  be 
viewed  as  being  compliant  with  this 
provision. 

Response:  The  commenter’s 
suggestion  is  an  acceptable  method  of 
demonstrating  compliance  with  section 
1877(i)(l)(B)  of  the  Act. 

Comment:  One  commenter  requested 
that  the  proposed  regulation  be  revised 
to  clarify  how  the  number  of  operating 
rooms  and  procedures  rooms  at 
physician-owned  hospitals  will  be 
determined  in  States  that  do  not  license 
such  rooms.  The  commenter 
recommended  that  CMS  adopt  certain 
conditions  which,  if  met,  would  deem 
an  operating  room  or  procedure  room  to 
be  “licensed.”  The  commenter  stated 
that  if  a  hospital  was  conducting  a 
construction  or  renovation  project  as  of 
March  23,  2010,  in  a  State  that  does  not 
license  operating  rooms  or  procedure 
rooms,  that  room  should  be  deemed 
licensed  as  of  March  23,  2010. 

Response:  We  are  not  persuaded  to 
adopt  the  commenter’s  suggestion  to 
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revise  our  proposal  such  that  a 
renovation  or  construction  project  that 
was  underway  as  of  March  23,  2010, 
would  be  deemed  licensed.  As  stated 
above,  we  do  not  interpret  the  statutory 
reference  to  licensure  as  applying  to 
operating  and  procedure  rooms.  We 
believe  the  baseline  capacity  includes 
those  operating  and  procedure  rooms 
that  were  in  existence  and  operational 
on  March  23,  2010  (or  December  31, 

2010,  if  applicable).  The  advisory 
opinion  process  could  be  used  to 
determine  whether  rooms  undergoing 
renovation  or  construction^were  in 
existence  by  the  applicable  date. 

Comment:  One  commenter  urged 
CMS  to  clarify  whether  a  prohibited 
expansion  would  occur  if  a  hospital  has 
rooms  “approved”  by  the  State  in 
“shelled  space,”  which  is  space 
included  in  plans  for  a  future  specified 
use,  if  the  space  has  been  physically 
built  (walls,  floors,  doors)  on  or  before 
the  baseline  date  determined  under 
subparagraph  (3)(C)(iii)  of  section 
1877(i)  of  the  Act  but  fitted  out  after  the 
baseline  date. 

Response:  We  are  unclear  as  to  the 
situation  that  the  commenter  is 
describing.  The  commenter’s  situation 
may  be  addressed  through  the  advisory 
opinion  process  or  the  process  for 
obtaining  em  exception  to  the 
prohibition  on  facility  expansion. 

Comment:  The  majority  of 
commenters  agreed  with  the  proposed 
definition  of  “procedure  rooms.”  Many 
commenters  stated  that  the  statute 
makes  specific  references  to  these 
services,  underscoring  Congress’  intent 
to  ensure  that  this  definition  specifically 
mirrors  that  statutory  language.  Another 
commenter  stated  that  to  expand  the 
listing  of  specific  procedure  rooms 
would  not  take  into  account  continued 
trends  in  technological  advancements  of 
equipment  that  require  hospitals  to 
change  the  traditional  and  treatment 
option  to  modalities  that  are  less 
invasive.  This  same  commenter  asserted 
that  restricting  hospitals’  ability  to  add 
these  services  for  their  patients  would 
fragment  treatment  plans  for  the 
patients,  thus  requiring  transfers  to 
other  facilities,  which  may  result  in 
additional  costs  to  the  patients  and 
providers. 

Response:  We  agree  with  many  of  the 
points  offered  by  the  commenters. 
Therefore,  we  are  not  adding  any 
additional  services  to  the  proposed 
definition  of  procedure  rooms  beyond 
those  set  forth  in  section  1877(i)(3)(G)  of 
the  Act. 

Comment:  One  commenter 
recommended  that  the  regulatory 
definition  of  “procedure  rooms?  be 
broadened  in  a  number  of  respects: 


1.  The  definition  should  include 
rooms  where  the  following  additional 
services  are  provided:  Radiation  therapy 
and  all  diagnostic  imaging  services, 
including  MRI,  CT,  and  PET  scans, 
interventional  radiology,  and 
mammography. 

2.  The  definition  should  include 
fireestanding  emergency  departments, 
prohibiting  physician-owned  hospitals 
from  adding  these  facilities  after  the 
date  of  enactment  of  the  Affordable  Care 
Act. 

3.  The  definition  should  include  areas 
not  technically  defined  as  separate 
procedure  rooms,  in  which  medical 
services  similar  to  those  provided  in 
procedure  rooms  can  be  provided,  and 
the  commenter  believes  that  the 
proposed  rules  should  account  for 
changes  in  technology  which  may  allow 
the  list  of  procedures  to  be  furnished  in 
a  patient  room. 

Response:  We  are  not  persuaded  that 
a  broadening  of  the  definition  of 
procedure  rooms  is  warranted  at  this 
time.  However,  we  will  continue  to 
monitor  expansions  in  procedure  rooms 
to  determine  whether  we  should  revisit 
this  issue  in  future  rulemaking,  such  as 
the  separate  rulemaking  that  will 
provide  for  implementation  of  the 
exceptions  process. 

Comment:  Several  commenters  noted 
that  the  proposed  rule  did  not  address 
the  process  for  requesting  exceptions  to 
the  growth  restriction  on  existing 
physician-owned  hospitals.  The 
commenters  stated  that  more  guidance 
is  necessary  for  hospitals  to  align  their 
actions  with  section  6001  of  the 
Affordable  Care  Act. 

Response:  We  understand  the 
commenters’  request  for  more  guidance, 
particularly  with  regards  to  the 
exception  process.  However,  section 
1877(i)(3)(A)  of  the  Act  gives  the 
Secretary  until  January  1,  2012  to 
promulgate  regulations  concerning  the 
exceptions  process.  We  believe  it  is 
important  that  we  balance  the 
commenters’  sense  of  urgency  with  the 
need  to  develop  and  implement  an 
exceptions  process  that  adheres  to  the 
statute,  addresses  all  issues  necessary 
for  a  provider  to  request  such  an 
exception,  and  ensure  that  we  receive 
all  information  needed  in  order  to 
timely  render  an  informed  decision. 

After  consideration  of  the  public 
comments  we  received,  we  are 
finalizing  our  proposed  §  411.362(b)(2) 
without  modification. 

3.  Preventing  Conflicts  of  Interest 

Section  1877(i)(l)(C)(i)  of  the  Act 
requires  the  hospital  to  submit  to  the 
Secretary  an  annual  report  containing  a 
detailed  description  of  the  identity  of 


each  physician  owner  or  investor  and 
any  other  owners  or  investors  of  the 
hospital,  and  the  nature  and  extent  of  all 
ownership  and  investment  interests  in 
the  hospital.  We  plan  to  propose 
procedures  for  this  reporting 
requirement  in  a  separate  rulemaking  or 
guidance  document. 

Sections  1877(i)(l)(C)(ii)  through 
(i)(l)(C)(iv)  of  the  Act  requires  hospitals 
to:  (1)  Develop  procedures  requiring  a 
referring  physician  owner  or  investor  to 
disclose  (in  time  to  permit  the  patient  to 
make  a  meaningful  decision  about 
receipt  of  care)  his  or  her  ownership 
interest  to  the  patient  and,  if  applicable, 
the  treating  physician’s  ownership  or 
investment  interest;  (2)  not  condition 
any  physician  ownership  or  investment 
interests  either  directly  or  indirectly  on 
the  physician  making  or  influencing 
referrals  to  the  hospital  or  otherwise 
generating  business  for  the  hospital;  and 
(3)  disclose  on  any  public  Web  site  for 
the  hospital  and  in  any  public 
advertising  that  it  is  owned  or  invested 
in  by  physicians.  Compliance  with  these 
three  requirements*must  be  achieved  no 
later  than  September  23,  2011. 

To  incorporate  these  requirements 
into  our  regulations,  in  the  August  3, 

2010  proposed  rule  (75  FR  46463),  we 
proposed  to:  (1)  Add 
§411.362(b)(3)(ii)(A)  to  specify  thal  a 
hospital  must  require  each  referring 
physician  owner  or  investor  to  agree,  as 
a  condition  of  continued  medical  staff 
membership  or  admitting  privileges,  to 
provide  written  disclosure  of  his  or  her 
ownership  or  investment  interest  in  the 
hospital  (and,  if  applicable,  the  treating 
physician’s  ownership  or  investment 
interest  in  the  hospital)  to  all  patients 
the  physician  refers  to  the  hospital,  at 
the  time  the  referral  is  made;  (2)  add 
§411.362(b)(3)(ii)(B)  to  specify  that  a 
hospital  may  not  condition  any 
physician  ownership  or  investment 
‘  interests  either  directly  or  indirectly  on 
the  physician  owner  or  investor  making 
or  influencing  referrals  to  the  hospital  or 
otherwise  generating  business  for  the 
hospital;  and  (3)  add 
§  411.362(b)(3)(ii)(C)  to  specify  that  the  r 
hospital  must  disclose  on  any  public  j 
Web  site  for  the  hospital  and  in  any  I 
public  advertising  that  the  hospital  is 
owned  or  invested  in  by  physicians. 

Proposed  §411. 362(b)(3)(ii)(A) 
defines  the  procedures  that  a  hospital 
must  have  in  place  to  require  its 
physician  owners  and  investors  to  make  i 
certain  patient  disclosures.  In  the 
proposed  rule,  we  stated  that  we  do  not 
believe  the  disclosures  to  be  made  by 
physicians  will  be  burdensome.  For 
example,  a  physician  owner  or  investor 
could  provide  a  written,  form  notice  to 
each  patient  that  discloses  the 
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physician’s  ownership  or  investment 
interest  in  the  hospital,  informs  the 
patient  that  his  or  her  treating  physician 
may  have  an  ownership  or  investment 
interest  in  the  hospital,  and  directs  the 
patient  to  review  an  attached  list 
identifying  all  other  physician  owners 
or  investors  in  the  hospital.  This  notice 
may  he  used  by  the  patient  to  make  a 
meaningful  decision  regarding  his  or  her 
receipt  of  care. 

In  the  August  3,  2010  proposed  rule, 
we  solicited  public  comments  on 
several  different  issues  relating  to 
preventing  conflicts  of  interest.  First,  we 
sought  public  comments  on  the  benefits . 
and  drawbacks  of  our  proposal, 
discussed  above,  relating  to  the 
procedures  hospitals  must  have  in  place 
to  require  referring  physician  owners 
and  investors  to  make  the  patient 
disclosures  set  forth  in  section 
1877(i)(l)(C)(ii)  of  the  Act.  We  stated 
that  we  were  interested  in  receiving 
information  about  other  methods  and 
alternative  approaches  to  address  this 
issue  and  what  should  constitute 
sufficient  hospital  procedures  to  require 
such  disclosures  to  a  patient  by  a 
referring  physician  owner  or  investor. 

Seconcl,  we  indicated  that  we  were 
aware  that  a  patient  may  have  multiple 
conditions  for  which  there  are  a  variety 
of  physician  specialists  who  are 
responsible  for  different  aspects  of  a 
patient’s  care,  even  though  the  statute 
refers  to  a  single  “treating  physician.” 

We  did  not  propose  to  define  “treating 
physician.”  We  stated  that  we  would 
consider  treating  physicians  to  be  those 
physicians  who  are  responsible  for  any 
aspect  of  a  patient’s  care  or  treatment. 

We  welcomed  public  comments  on  this 
approach. 

Finally,  we  encouraged  public 
comments  on  the  methods  a  hospital 
should  be  required  to  use  in  disclosing 
its  physician  ownership  or  investment 
in  public  advertising  pursuant  to  section 
1877(i)(l)(C)(iv)  b£the  Act.  For  example, 
we  indicated  that  we  were  interested  in 
comments  on  whether  a  hospital  should 
be  required  to  disclose  physician 
ownership  or  investment  on  its 
homepage,  any  particular  page  on  its 
Web  site  (for  example,  an  “About  Us” 
page),  or  all  pages  on  its  Web  site;  the 
types  of  media  that  constitute,  or  do  not 
constitute,  public  advertising;  and 
whether  a  minimum  font  size  should  be 
required  for  the  disclosure. 

We  received  several  comments  on  this 
proposal  and  have  considered  each 
comment  as  discussed  below. 
Commenters  in  favor  of  our  proposal 
agreed  that  the  proposed  procedures  for 
assuring  that  patients  are  informed 
about  hospital  ownership  interests  of 
referring  and  treating  physicians  are 


adequate,  reasonable,  and  not  overly 
burdensome.  The  commenters  who  were 
opposed  to  the  proposal  raised  various 
issues  concerning  the  appropriateness 
and  timeliness  of  ownership  disclosure 
to  patients  by  hospitals  and  physicians. 
Commenters  also  had  suggestions 
concerning  the  methods  hospitals 
should  utilize  in  disclosing  physician 
ownership  on  Web  sites  and  in  public 
advertising. 

Comment:  Several  commenters  noted 
that  the  proposed  rule  did  not  address 
the  requirement  under  section 
1877(i)(l)(C)(i)  of  the  Act  for  hospitals 
to  submit  to  the  Secretary  an  annual 
report  containing  a  detailed  description 
of  the  identity  of  each  physician  and 
other  owner  or  investor  in  the  hospital 
and  the  nature  and  extent  of  all 
ownership  and  investment  interests  in 
the  hospital.  The  commenters  stated 
that  more  guidance  is  necessary  for 
hospitals  to  ensure  compliance  with  this 
provision  by  September  23,  2011. 

Response:  We  understand  the 
commenters’  request  for  more  guidance 
regarding  the  process  for  reporting 
information  to  CMS.  As  noted  above, 
the  process  for  collecting  this 
information  will  be  the  subject  of  a 
separate  rulemaking  or  guidance 
document.  We  are  using  this  time  to 
determine  the  exact  type  of  information 
that  must  be  reported,  the  mechanisms 
for  hospitals  to  submit  the  required 
information,  instructions  to  hospitals, 
and  how  we  will  post  the  required 
information  on  the  CMS  Web  site.  After 
the  process  has  been  determined,  we 
will  provide  hospitals  and  physicians 
with  the  guidance  requested  by  the 
commenters.  In  the  meantime,  we  have 
added  a  provision  at  §  411.362(bK3)(i)  to 
clarify  that  the  hospital  shall  submit  the 
annual  report  at  such  time  and  in  such 
manner  as  specified  by  CMS. 

Comment:  A  few  commenters  had 
questions  about  the  appropriateness  and 
timeliness  of  ownership  disclosures 
made  by  physicians  to  their  patients. 

For  instance,  one  commenter  wanted  to 
know:  (1)  If  a  separate  disclosure  is 
required  for  every  admission;  (2)  when 
should  a  disclosure  occur;  (3)  if  a 
physician  has  previously  disclosed 
ownership,  whether  another  disclosure 
should  occur  before  admission;  (4)  if  a 
patient  is  treated  in  an  outpatient  clinic, 
but  suddenly  needs  to  be  admitted  as  an 
inpatient,  should  disclosure  be 
immediate  or  after  treatment;  and  (5)  if 
disclosures  are  required  for  confused, 
unconscious,  or  otherwise  incoherent 
patients.  Another  commenter  suggested 
that  it  will  be  problematic  to  require  in 
all  cases  a  referring  physician  to 
disclose  to  the  patient  his  or  her 
ownership  interest  in  a  timely  fashion  to 


permit  the  patient  to  make  a  meaningful 
decision  about  receipt  of  care. 

Response:  Section  1877(i)(l)(C)(ii)  of 
the  Act  requires  that  a  physician 
disclose  his  or  her  ownership  interest  in 
a  hospital  to  a  referred  patient  by  a  time 
that  permits  the  patient  to  make  a 
“meaningful  decision  regarding  the 
receipt  of  care.”  We  stated  in  the 
proposed  rule  that,  in  order  for  the 
patient  to  make  a  meaningful  decision 
regarding  the  receipt  of  care,  the 
disclosure  must  occur  at  the  time  of 
referral.  We  have  reconsidered  this 
policy  in  light  of  the  commenters’ 
concerns  regarding  the  burden  of 
making  disclosures  at  the  time  of  each 
referral  and  the  potential  for  this  polidy 
to  result  in  disproportional 
overpayment  liability  under  section 
1877(gj(l)  of  the  Act.  We  are  modifying 
the  regulation  text  to  mirror  the 
statutory  language,  which  we  believe 
offers  more  flexibility  regarding  the 
timing  and  method  of  disclosure.  We 
recognize  that  our  existing  regulations 
governing  provider  agreements  at 
§489.20(u)(2)  require  each  physician 
who  is  a  member  of  the  hospital’s 
medical  staff  to  agree  to  make  a  similar 
disclosure  at  the  time  of  referral. 

Because  we  did  not  propose  to  change 
this  standard  in  §  489.20(u)(2),  we  are 
not  doing  so  in  this  final  rule. 

Comment:  One  commenter  believed 
that  CMS  should  give  further 
consideration  as  te  how  it  can  impose 
the  disclosure  requirements  directly  on 
the  physician  ratber  than  the  hospital. 
The  commenter  noted  that  the  hospital, 
not  the  physician,  is  in  a  position  to  be 
sanctioned  for  a  physician  owner’s 
failure  to  disclose.  Another  commenter 
recommended  that  the  loss  of  a 
physician’s  medical  staff  membership  or 
admitting  privileges  was  too  draconian 
a  remedy  for  the  physician’s  failure  to 
disclose  his  or  her  hospital  ownership 
interests.  One  commenter  recommended 
that  if  a  physician  does  not  disclose  his 
or  her  ownership  in  a  hospital  at  the 
time  of  referral,  the  physician  should 
not  receive  Medicare  payment  for  his  or 
her  professional  services  provided  at  the 
hospital. 

Response;  Section  1877(iKl)(C)(ii)  of 
the  Act  requires  hospitals  to  have 
procedures  in  place  to  require  a 
referring  physician  owner  to  disclose  to 
the  patient  bis  or  her  ownership  or 
investment  interest  in  the  hospital  as 
well  as  any  ownership  interest,  if 
applicable,  of  the  treating  physician. 
Those  procedures,  in  turn,  must  require 
physicians  to  agree  to  make  such 
disclosures  as  a  condition  of  continued 
medical  staff  membership  or  admitting 
privileges.  A  physician’s  failure  to  fully 
comply  with  such  agreement  is  a 
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disciplinary  matter  for  the  hospital  to 
resolve  in  accordance  with  the  medical 
staff  bylaws  and  would  not  necessarily 
result  in  a  violation  of  the  physician 
self-referral  law.  As  noted  above,  a 
similar  requirement  already  appears  in 
our  provider  agreement  regulations  at 
§489.20(u)(2).  The  last  comment  is 
beyond  the  scope  of  this  rulemaking. 

Comment:  One  commenter  suggested 
that,  in  emergency  situations,  that  is, 
non-elective  admissions,  it  will  be  very 
difficult  for  physicians  to  provide  the 
required  disclosure  in  a  timely  fashion. 
Therefore,  the  commenter 
recommended  that  when  a  patient  is 
first  seen  by  a  physician  in  a  hospital 
emergency  department,  the  physician 
should  be  exempted  from  the  pre¬ 
admission  disclosure  requirement. 
Another  commenter  suggested  that  the 
physician  ownership  disclosure 
requirement  can  be  satisfied  by  the 
hospital  on  behalf  of  the  physician 
during  the  patient  admission  and 
registration  process,  as  hospitals  are 
already  required,  under  §489.20(u)(l)  to 
disclose  physician  ownership  at  the 
beginning  of  the  patient’s  hospital  stay 
or  outpatient  visit. 

Response:  In  the  case  of  a  patient  who 
is  treated  by  a  physician  owner  in  the 
hospital  emergency  department,  we 
believe  that  no  disclosure  is  necessary 
other  than  that  required  under 
§  489.20(u).  The  statute  requires 
hospitals  to  ensure  that  physician 
owners  make  the  relevant  disclosures 
“by  a  time  that  permits  the  patient  to 
make  a  meaningful  decision  regarding  . 
the  receipt  of  care.”  By  the  time  a 
patient  has  prgsented  at  the  emergency 
department,  the  patient  or  the  patient’s 
representative  has  already  made  a 
decision  about  where  to  receive  care.  If 
a  patient  is  admitted  to  the  hospital,  the 
patient  or  the  patient’s  representative 
must  be  notified  by  the  hospital  under 
§  489.20(u)  that  the  hospital  is 
physician-owned . 

Comment:  One  commenter  believed 
that  the  regulations  should  be  amended 
to  allow  physicians  to  prominently 
display  in  their  offices  a  notice 
informing  patients  that  the  physician 
has  an  ownership  interest  in  a  particular 
hospital  facility  and  that  the  patient  can 
inquire  further  or  request  admission  to 
another  facility.  Another  commenter 
noted  our  suggestion  that  the  referring 
physician  could  disclose  the  ownership 
or  investment  interest  of  any  treating 
physician  by  directing  the  patient  to 
review  a  list  of  other  investors  in  the 
hospital.  The  commenter  requested 
clarification  as  to  whether  physician 
owners  would  be  required  to  provide 
such  a  list  for  each  patient  referral.  The 
commenter  suggested  that  if  this 


requirement  were  imposed  for  each  and 
every  referral,  the  paperwork  involved 
would  be  substantial  and  cumbersome. 
The  commenter  recommended  that  such 
a  disclosure  be  required  only  when  a 
patient  requests  a  list  of  all  other 
owners. 

Response:  We  are  not  revising  the 
regulations  to  require  any  particular 
means  of  notification  by  a  physician  of  ^ 
hospital  ownership.  Physicians  can 
inform  patients  of  their  ownership 
interests  and  the  ownership  interests  of 
treating  physicians  in  any  manner  that 
permits  the  patient  to  make  a 
meaningful  decision  regarding  the 
receipt  of  care.  A  prominently  displayed 
sign  and  list  of  other  treating  physicians 
with  an  ownership  or  investment 
interest  in  the  hospital  could  satisfy  the 
disclosure  requirement,  although  we 
note  that  it  may  not  be  a  meaningful 
disclosure  in  all  cases.  If  a  patient  is 
blind,  unable  to  read,  or  is 
incapacitated,,  it  would  be  incumbent 
upon  the  physician  to  notify  the  patient 
or  an  immediate  family  member  of  the 
patient  in  a  manner  other  than  the  one 
suggested. 

Comment:  One  commenter  noted  that, 
in  many  cases,  a  patient  of  a  referring 
physician  with  hospital  ownership 
interests  may  have  several  treating 
physicians.  The  commenter 
recommended  that  the  referring 
physician  provide  the  patient  with  a  list 
of  all  physician  owners  who  are  actively 
practicing  at  the  hospital.  Another 
commenter  believed  that  a  referring 
physician  hospital  owner,  especially  in 
an  emergency  room  setting,  will  not 
have  an  early  opportunity  to  inform  the 
patient  of  the  treating  physician’s 
ownership  interests  in  the  hospital.  The 
commenter  was  concerned  that  the 
disclosure  process  could  place  the 
patient  in  danger  by  delaying  patient 
care  in  order  to  provide  timely 
ownership  disclosure  information. 

Response:  We  suggested  in  the 
preamble  to  the  proposed  rule  that  a 
referring  physician  could  use  a  written, 
form  notice  to  disclose  his  or  her 
ownership  interest  to  the  patient.  Also, 
we  suggested  that  the  referring 
physician  could  disclose  the  ownership 
interest  of  one  or  more  treating 
physicians  by  directing  the  patient  to 
review  a  list  of  other  investors  in  the 
hospital.  As  we  stated  above,  no 
disclosure  by  a  physician  owner  is 
necessary  with  respect  to  a  patient 
whom  the  physician  treated  in  a 
hospital  emergency  department. 

Comment:  Several  commenters  stated 
that  the  statutory  provision  at  section 
1877(i)(l)(C)(iv)  of  the  Act  requiring 
hospitals  to  disclose  physician 
ownership  information  on  the  hospitals’ 


Web'sites  could  be  accomplished  by 
placing  such  information  on  the  home 
page  or  “about  us”  section  on  the  Web 
sites.  The  commenters  also  believed  that 
the  disclosures  on  the  Web  sites  should 
be  clearly  visible  to  the  typical  reader. 

'Response:  We  agree  with  the 
recommendations  made  by  the 
commenters.  We  believe  a  hospital 
could  satisfy  this  requirement  by 
including  on  one  location  within  its 
public  Web  site  a  list  of  the  physician 
owners  who  actively  practice  at  the 
facility.  A  list  of  the  physician  owners 
should  be  located  in  a  conspicuous 
place  on  the  Web  site,  on  a  page  that  is 
commonly  visited  by  current  or 
potential  patients,  such  as  the  home 
page  or  “about  us”  section.  We  also 
believe  the  physician  ownership 
information  should  be  readily  legible 
and  in  a  size  that  is  consistent  with 
other  text  on  the  Web  site. 

Comment:  One  commenter 
recommended  that  the  hospital 
requirement  to  disclose  hospital 
ownership  information  in  any  public 
advertising  should  be  limited  to  specific 
activities  and  should  not  be  required  in 
all  public  advertising.  The  commenter 
suggested  that  the  inclusion  of 
physician  ownership  information  in  its 
public  advertising  should  apply  only  to 
direct  mail,  Internet,  and  other  print 
communications  where  such  • 
communication  can  be  read  and  fully 
understood.  The  commenter  believed 
that  a  hospital  should  not  be  required  to 
include  disclosures  in  other  advertising, 
such  as  the  kind  found  on  billboards,  or 
radio  and  television.  Another 
commenter  also  recommended  that 
hospital  disclosures  in  public 
advertising  should  be  confined  to  print 
media  such  as  newspapers,  magazines, 
and  other  internally  produced  print 
material  for  public  use. 

Response:  We  have  no  flexibility 
regarding  the  disclosure  of  hospital 
ownership  information.  Section 
1877(i)(l)(C)(iv)  of  the  Act  requires  that 
the  hospital  disclose  the  fact  that  the 
hospital  is  partially  owned  or  invested 
in  by  physicians  in  “any  public 
advertising”  for  the  hospital.  We  believe 
that  the  disclosure  can  be  satisfied  by 
simply  adding  a  sentence  to  this  effect 
in  public  advertisements.  We  agree  that 
a  hospital  also  is  required  to  disclose 
this  information  in  a  clear  and  readable 
manner  in  any  of  its  print  advertising 
made  available  to  the  public,  such  as 
direct  mailings  and  other  print 
communications,  for  example, 
newspapers  and  magazines. 

In  addition,  we  are  finalizing  our 
proposed  §  411.362(b)(3)  regarding 
“Preventing  Conflicts  of  Interest”  with 
one  technical  change.  We  are  making  a 
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technical  correction  to 'proposed 
§411.362(b)(3){ii)(C)  by  replacing  “or” 
with  “and”  in  order  to  conform  to  the 
precise  language  of  section 
1877(i)(lKC)(iv)  of  the  Act. 

4.  Ensuring  Bona  Fide  Investment 

Section  1877(iKlKD)  of  the  Act  sets 
forth  seven  different  requirements 
related  to  ensuring  bona  fide  investment 
in  order  for  hospitals  to  qualify  for  the 
rural  provider  and  whole  hospital 
exceptions  set  forth  in  the  physician 
self-referral  law.  First,  the  percentage  of 
the  total  value  of  the  ownership  or 
investment  interests  held  in  the 
hospital,  or  in  an  entity  whose  assets 
include  the  hospital,  by  physician 
owners  or  investors,  in  the  aggregate 
may  not  exceed  such  percentage  as  of 
March  23,  2010.  Second,  any  ownership  - 
or  investment  interests  that  the  hospital 
offers  to  a  physician  owner  or  investor 
must  not  be  offered  on  more  favorable 
terms  than  the  terms  offered  to  a  person 
who  is  not  a  physician  owner  or 
investor.  Third,  the  hospital  (or  any 
ownQr  or  investor  in  the  hospital)  must 
not  directly  or  indirectly  provide  loans 
or  financing  for  any  investment  in  the 
hospital  by  a  physician  owner  or 
investor.  Fourth,  the  hospital  (or  any 
owner  or  investor  in  the  hospital)  must 
not  directly  or  indirectly  guarantee  a 
loan,  make  a  payment  toward  a  loan,  or 
otherwise  subsidize  a  loan,  for  any 
individual  physician  owner  or  investor 
or  group  of  physician  owners  or 
investors  that  is  related  to  acquiring  any 
ownership  or  investment  interest  in  the 
hospital.  Fifth,  ownership  or  investment 
returns  must  be  distributed  to  each 
owner  or  investor  in  the  hospital  in  an 
amount  that  is  directly  proportional  to 
the  ownership  or  investment  interest  of 
such  owner  or  investor  in  the  hospital. 
Sixth,  physician  owners  and  investors 
must  not  receive,  directly  or  indirectly, 
any  guaranteed  receipt  of  or  right  to 
purchase  other  business  interests  related 
to  the  hospital,  including  the  purchase 
]  or  lease  of  any  property  under  the 
;  control  of  other  owners  or  investors  in 
the  hospital  or  located  near  the  premises 
i  of  the  hospital.  Lastly,  the  hospital  must 
^  not  offer  a  physician  owner  or  investor 
i  the  opportunity  to  purchase  or  lease  any 
i  property  under  the  control  of  the 
I  hospital  or  any  other  owner  or  investor 
;  in  the  hospital  on  more  favorable  terms 
i  than  the  terms  offered  to  an  individual 
\  who  is  not  a  physician  owner  or 
4  investor.  We  note  that  additional  or 
different  factors  may  be  relevant  to  a 
determination  of  whether  an  investment 
is  bona  fide  for  purposes  of  complying 
with  other  laws,  including  fraud  and 
i  abuse  laws.,.. 


In  the  August  3,  2010  proposed  rule 
(75  FR  46434),  we  proposed  to  add 
§  411.3B2(b)(4)  to  incorporate  these 
provisions  in  our  regulations.  We  stated 
that  we  recognized  that  section 
1877(i)(l)(A)  of  the  Act  provides  that 
the  hospital  must  have  bad  physician 
ownership  or  investment  on  December 
31 , 2010,  while  section  1877(i)(l)(D)(i) 
of  the  Act  assumes  the  existence  of 
physician  ownership  or  investment  on 
March  23,  2010  and  further  provides 
that  the  percentage  of  the  total  value  of 
physician  ownership  or  investment 
interests  held  in  the  hospital,  in  the 
aggregate,  on  that  date  must  not 
increase.  Reading  these  provisions 
together,  we  conclude  tbe  following:  (i) 

If  a  hospital  had  no  physician 
ownership  or  investment  as  of  March 
23,  2010,  it  will  not  qualify  for  the 
whole  hospital  or  rural  provider 
exceptions  if  it  adds  any  physician 
owners  or  investors  after  that  date;  and 
(ii)  if  a  hospital  had  physician 
ownership  or  investment  as  of  March 
23,’2010,  it  may  reduce  the  number  of 
physician  owners  or  investors,  provided 
that  the  percentage  of  the  total  value  of 
physician  ownership  or  investment 
interests,  in  the  aggregate,  remains  the 
same  or  decreases. 

The  second  through  seventh 
requirements  tied  to  ensuring  bona  fide 
investment  (sections  1877(i)(l)(D)(ii) 
through  1877(i)(l)(D)(vii)  of  the  Act)  do 
not  specify  any  deadlines  for 
compliance.  Accordingly,  compliance 
with  the  second  through  seventh 
requirements  must  be  achieved  no  later 
than  September  23,  2011. 

In  the  proposed  rule,  we  stated  that  if 
we  determine  that  further  guidance 
related  to  any  aspect  of  section 
1877(i)(l)(D)  of  the  Act  is  necessary,  we 
would  provide  clarification  in  future 
ridemaking.  Furthermore,  a  hospital 
may  request  an  advisory  opinion 
(pursuant  to  §§411.370  through 
411.389)  for  a  determination  of  whether 
an  existing  or  proposed  arrangement 
meets  the  requirements  for  hospitals  to 
ensure  that  investment  is  bona  fide. 

Comment:  Some  commenters  stated 
that  CMS  should  clarify  whether  section 
1877(i)(l)(D)  of  the  Act  would  be 
violated  if  the  total  value  of  ownership 
or  investment  interests  held  in  the 
hospital  by  physicians  in  the  aggregate 
(the  “bona  fide  investment  level”) 
fluctuates.  For  example,  one  commenter 
inquired  whether  a  hospital  could 
repurchase  the  ownership  interest  held 
by  a  recently  deceased  physician 
(thereby  reducing  the  bona  fide 
investment  level)  and  later  resell  that 
ownership  interest  to  another  physician, 
returning  the  bona  fide  investment  limit 


to  the  same  level  it  was  on  March  23, 
2010. 

Response:  The  bona  fide  investment 
level  may  fluctuate  as  long  it  never 
exceeds  the  level  that  existed  on  March 
23, 2010. 

Comment:  Many  commenters  stated 
that  CMS  should  clarify  whether  a 
hospital  can  reduce  or  increase  the 
number  of  physician  owners  as  long  as 
the  percentage  of  the  total  value  of 
physician  ownership  remains 
unchanged.  The  commenters  believed 
that  nothing  in  the  statute  precludes  the 
addition  of  new  physician  owners  as 
long  as  the  percentage  of  ownership 
remains  constant. 

Response:  We  agree  that  section 
1877(i)(l)(D)  of  the  Act  does  not  restrict 
the  number  of  physicians  that  may  have 
an  ownership  interest  in  a  hospital.  The 
bona  fide  investment  level  requirement 
would  not  be  violated  as  long  as  the 
percentage  of  the  total  value  of  the 
ownership  or  investment  interest  held 
in  the  hospital  by  physician  owners  in 
the  aggregate  does  not  exceed  such 
percentage  as  of  March  23,  2010. 

Comment:  One  commenter  sbught 
confirmation  that  a  hospital  wishing  to 
recruit  a  new  physician  would  be  able 
to  give  some  owmership  units  from  one 
physician  to  another  new  physician. 

Response:  Any  arrangement  in  which 
a  hospital  or  physician  owner  “gives”  to 
another  physician  an  ownership  or 
investment  interest  in  the  hospital  is 
highly  suspect.  We  assume  the 
commenter  is  inquiring  whether  section 
1877(i)(l)(D)(i)  of  the  Act  would  be 
violated  if  one  or  more  physician 
owners  transferred  some  of  their  shares 
in  the  hospital  to  the  recruited 
physician  for  fair  market  value,  possibly 
at  the  request  of  the  hospital.  This 
provision  would  not  be  violated  as  long 
as  the  bona  fide  investment  level  does  ■ 
not  exceed  that  which  existed  as  of 
March  23,  2010.  In  addition,  the  parties, 
should  carefully  review  the  arrangement 
to  ensure  that  it  fully  complies  with  the 
physician  recruitment  exception  at 
§  411.357(e),  the  anti-kickback  statute, 
and  any  other  applicable  laws. 

-  Comment:  Several  commenters 
addressed  the  situation  in  which  a 
hospital  has  physician  owners,  but  no 
Medicare  provider  agreement,  as  of 
March  23,  2010.  One  commenter  sought 
clarification  that  the  level  of  physician 
ownership  can  increase  prior  to 
December  31,  2010.  Several  other 
commenters  disagreed  with  this 
interpretation  and  requested  that  CMS 
explicitly  state  that  the  bona  fide 
investment  level  is  capped  as  of  March 
23,  2010  even  if  the  hospital  does  not 
hav’e  a  Medicare  provider  agreement  as 
of  that  date. 


72250  Federal  Register /Vol.  75,  No.  226 /Wednesday,  N^em^r  24,  20102. Rule^nd 'Regula^ons 


Response:  The  bona  fide  investment 
level  may  not  increase  for  any  hospital 
with  pnysician  owners  as  of  March  23, 
2010,  regardless  of  whether  the  hospital 
has  a  Medicare  provider  agreement  as  of 
that  date.  In  addition,  as  we  indicated 
in  the  proposed  rule  (75  FR  46432),  if 
a  hospital  has  no  physician  owners  or 
investors  on  March  23,  2010,  the 
hospital  will  not  satisfy  the  whole 
hospital  or  rural  provider  exception  if  it 
later  adds  physician  owners  or 
investors. 

Comment:  One  commenter  inquired 
as  to  whether  the  hona  fide  investment 
level  is  based  on  the  aggregate 
percentage  of  the  number  of  shares  held 
by  physicians  or  the  aggregate 
percentage  of  the  value  of  shares  held  by 
physicians.  The  commenter  suggested 
that  the  more  workable  option  is  for  the 
limit  to  be  based  on  a  strict  percentage 
of  the  number  of  outstanding  shares. 

The  comrhenter  further  contended  that 
basing  the  limit  on  a  hospital’s  value 
would  require  the  hospital  to  ascertain 
its  value  on  a  regular  basis  to  make 
certain  that  the  aggregate  value  of  the 
physicians’  ownership  never  exceeds 
the  March  23,  2010  limit. 

Response:  We  are  not  adopting  the 
commenter’s  suggestion.  Section 
1877(i)(l)(D)  of  the  Act  refers  to  “the 
total  value  of  the  ownership  or 
investment  interests  held  in  the  hospital 
*  *  *  by  physician  owners  or  investors 
in  the  aggregate”  as  of  March  23,  2010. 
The  plain  language  of  the  statute  refers 
to  the  value  of  the  investment  interests, 
not  the  number  of  shares  held  by 
physicians. 

Comment:  A  few  commenters 
presented  differing  scenarios  that 
involved  the  sale  of  ownership  shares  in 
a  hospital.  The  commenters  stated  that 
the  statute  does  not  appear  to  impose 
any  restrictions  on  the  ability  to  transfer 
ownership  pursuant  to  a  sale  of  the 
qwnership/investment  interests  but, 
nevertheless,  believed  it  would  be 
important  for  CMS  to  clarify  this  issue. 
One  commenter  asserted  that  the 
statutory  language  does  not  prohibit 
private  sales  among  physician  owners/ 
investors  where  the  bona  fide 
investment  level  in  the  hospital  remains 
unchanged. 

Response:  We  agree  with  the 
commenters.  The  statute  does  not 
restrict  the  transfer  of  physician 
ownership  interests  pursuant  to  a  bona 
fide  sale,  as  long  as  the  percentage  of  the 
total  value  of  the  ownership  or 
investment  interests  held  in  the 
hospital,  or  in  an  entity  whose  assets 
include  the  hospital,  by  physician 
owners  or  investors  in  the  aggregate 
would  not  exceed  the  percentage  as  of 
March  23,  2010. 


Comment:  One  commehter 
representing  a  hospital  system  requested 
clarification  concerning  whether 
hospitals  may  continue  to  condition  a 
physician’s  ownership  interest  on  his  or 
her  continued  practice  of  medicine  and 
require  the  physician  to  divest  his  or  her 
investment  interest  in  the  hospital  if  the 
physician  retires  or  ceases  to  practice 
medicine  in  the  community  served  by 
the  hospital. 

Response:  Section  1877(i)(l)(C){iii)  of 
the  Act  prohibits  a  hospital  from 
conditioning  any  physician  ownership 
or  investment  interest  either  directly  or 
indirectly  on  the  physician’s  ability  to 
make  or  influence  referrals  to  the 
hospital.  Depending  on  the  facts,  the 
conditions  described  by  the  commenter 
could  implicate  this  provision. 

Comment:  Some  commenters  believed 
that  the  bona  fide  investment  level 
should  be  calculated  without  regard  to 
any  ownership  or  investment  interests 
held  by  physicians  who  do  not  make 
any  referrals  to  the  hospital,  including 
physicians  who  are  no  longer  practicing 
medicine.  The  commenters  asserted  that 
the  purchase  of  a  referring  physician’s 
ownership  interest  by  a  non-practicing, 
non-referring  physician  should  not  be 
prohibited  by  the  statute  because  it  has 
no  potential  for  program  or  patient 
abuse.  They  suggested  various  revisions 
to  the  regulation  to  avoid  this  result, 
including  amendments  to  the  definition 
of  “referral,”  “referring  physician,”  and 
the  creation  of  a  new  exception  using 
our  authority  under  section  1877(b)(4) 
of  the  Act. 

Response:  The  ownership  or 
investment  interests  of  nonreferring 
physicians  need  not  be  considered 
when  calculating  the  baseline  physician 
ownership  level.  Section  1877(i)(l)(D)(i) 
of  the  Act  provides  that  the  percentage 
of  the  total  value  of  the  ownership  or 
investment  interests  held  in  the  hospital 
by  “physician  owners  or  investors”  in 
the  aggregate  may  not  exceed  such 
percentage  that  existed  on  March  23, 
2010.  Section  1877(i)(5)  broadly  defines 
“physician  owner  o.r  investor”  to  include 
any  physician  with  a  direct  or  indirect 
ownership  or  investment  interest  in  the 
hospital.  Under  the  definition  of 
“indirect  ownership  or  investment 
interest”  at  §  411.353(b)(5),  only 
“referring  physicians”  can  have  an 
indirect  ownership  or  investment 
interest  in  a  DHS  entity.  We  caution  that 
we  would  view  with  great  suspicion  any 
arrangements  in  which  physician 
owners  or  investors  of  a  hospital  in  one 
State  engage  in  a  mutually  beneficial 
cross-referral  or  cross-investment 
scheme  with  physician  owners  or 
investors  of  a  hospital  in  another  State. 


Comment:  Two  commenters  asserted 
that  CMS  rpinimized  the  significant 
difficulty  hospitals  will  experience  in  ' 
monitoring  and  measuring  the  bona  fide 
investment  level,  particularly  with 
respect  to  indirect  ownership  interests 
held  by  non-referring  physicians.  The 
commenters  stressed  that  it  is  unlikely 
that  entities  investing  in  hospitals  such 
as  trusts,  private  equity  funds,  and 
contractually  affiliated  health  care 
providers,  monitor  whether  they  or  their 
shareholders  are  directly  or  indirectly 
owned  by  physicians,  particularly  if 
those  physicians  are  not  referring 
physicians  or  physicians  on  the  medical 
staff  of  the  hospital.  The  commenters 
further  stated  that  interests  in  hospitals 
may  be  transferred  voluntarily  in 
subsequent  transactions  beyond  the 
reach  of  the  hospital,  or  involuntarily 
through  devise  or  bequest.  The 
commenters  contended  that  monitoring 
these  transactions  is  a  daunting  task  not 
suited  to  the  normal  operations  of  a 
hospital. 

Response:  We  appreciate  the 
commenters’  concerns.  Section  6001 
defines  the  term  “physician  owmer  or 
investor”  to  mean  “a  physician  (or 
immediate  family  member  of  such 
physician)  with  a  direct  or  indirect 
ownership  or  investment  interest  in  the 
hospital.”  Under  the  definition  of 
“indirect  ownership  or  investment 
interest”  at  §  411.353(b)(5),  there  must 
be  an  unbroken  chain  of  ownership  or 
investments  between  the  referring 
physician  and  the  DHS  entity  and  the 
DHS  entity  must  have  actual  knowledge 
of,  or  act  in  reckless  disregard  or 
deliberate  ignorance  of,  the  fact  that  the 
referring  physician  (or  immediate  family 
member)  has  some  ownership  or 
investment  interest  in  the  entity 
furnishing  DHS.  Thus,  the  bona  fide 
investment  level  may  be  calculated 
without  regard  to  any  ownership  or 
investment  interest  that  does  not  satisfy 
this  standard.  We  note  that,  as  provided 
,in  §411.354(b)(5)(ii),  an  indirect 
Ownership  or  investment  interest  exists 
even  though  the  DHS  entity  does  not 
know,  or  acts  in  reckless  disregard  or 
deliberate  ignorance  of,  the  precise 
composition  of  the  unbroken  chain  or 
the  specific  terms  of  the  ownership  or 
investment  interests  that  form  the  links 
in  the  chain. 

Comment:  One  commenter  sought 
clarification  regarding  the  requirement 
at  section  1877(i)(l)(D)(iii)  of  the  Act, 
which  provides  that  a  hospital  may  not 
directly  or  indirectly  provide  loans  or 
financing  to  assist  a  physician  acquiring 
an  investment  in  the  hospital.  The 
commenter  reque.sted  clarification  that 
this  limitation  will  not  affect  the  current 
practice  whereby  an  affiliate  (for 
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example,  a  parent  company)  makes  a 
loan  to  a  hospital  that  has  physician 
owners  when  the  terms  of  such  loans 
are  commercially  reasonable,  provide 
for  an  interest  rate  above  the  lender’s 
cost  of  funds,  are  secured  by  the  assets 
of  the  borrower,  and  are  repaid  at 
maturity  prior  to  distribution  to  the 
investors. 

Response:  Section  1877(i)(l)(D){iii)  of 
the  Act  would  not  preclude  the  parent 
company  from  making  a  loan  to  the 
physician-owned  hospital,  as  long  as  the 
loan  is  being  made  and  used  for 
purposes  other  than  assisting  physicians 
in  the  acquisition  of  ownership  or 
investment  interests  in  the  hospital. 

After  consideration  of  the  public 
comments  we  received,  we  are 
finalizing  proposed  §411. 362(b)(4),  with 
the  modification  to  paragraph  (b)(4)(i)  ' 
discussed  above. 

5.  Patient  Safety 

Section  1877(i)(l)(E)  of  the  Act,  as 
added  by  the  Affordable  Care  Act, 
requires  a  hospital  that  is  owned  or 
invested  in  by  physicians  to  disclose  to 
a  patient  before  admission  if  it  does  not 
have  a  physician  available  on  the 
premises  to  provide  services  during  all 
hours  that  the  hospital  is  providing 
services  to  such  patient.  Following  this 
disclosure,  the  hospital  must  receive  a 
signed  acknowledgment  of  such  fact 
fi'Oin  the  patient.  In  addition,  the 
hospital  must  have  the  capacity  to 
provide  assessment  and  initial  treatment 
for  patients  and  refer  and  tramsfer  such 
patients  to  hospitals  with  the  capability 
to  treat  the  patients  involved.  We  see  no 
reason  to  treat  the  safety  of  inpatients 
differently  than  outpatients. 

Accordingly,  given  the  language  and 
purpose  of  the  statute,  in  the. August  3, 
2010  proposed  rule  (75  FR  46434),  we 
proposed  to  apply  these  patient  safety 
requirements  to  inpatients  as  well  as 
outpatients.  Hospitals  must  meet  these 
requirements  no  later  than  September 
23,  2011.  We  proposed  to  incorporate 
these  provisions  into  our  regulations  at 
§411.362(b)(5).  , 

Comment:  One  commenter  questioned 
whether  a  hospital  would  be  in 
compliance  with  the  exception 
contained  in  §411.362(b)(5)(i)  if  it 
inadvertently  failed  to  obtain  a  written 
acknowledgment  from  the  patient 
stating  that  the  patient  understood  that 
a  physician  was  not  available  to  provide 
services  during  all  hours  that  the 
hospital  was  providing  services  to  such 
patient. 

Response:  A  failure  by  the  hospital  to 
obtain  a  signed  acknowledgment  from 
the  patient,  inadvertent  or  not,  would 
constitute  non-compliance  with  this 
statutory  provision.  As  a  matter  of 


prudent  business  practice,  hospitals 
should  include  the  notice  with  other 
papers  that  must  be  signed  by  the 
patient  or  the  patient’s  representative  at 
the  time  of  registration. 

Comment:  One  commenter 
recommended  that  the  hospital’s 
responsibility  to  obtain  the  patient’s 
signed  acknowledgment,  following  the 
hospital’s  preadmission  disclosure  to 
the  patient  that  the  hospital  does  not 
have  a  physician  available  on  the 
premises  to  provide  services  during  all 
hours  in  which  the  hospital  is  providing 
services  to  the  patient,  should  be  done 
in  conjunction  with  the  registration 
process  and  not  in  advance  of 
admission. 

Response:  If  a  hospital  obtains  the 
required  signed  acknowledgment  during 
a  registration  process  that  occurs  prior 
to  admission,  the  hospital  would  be  in 
compliance  with  this  statutory' 
provision. 

Comment:  One  commenter  suggested 
that  a  physician-owned  hospital  would 
meet  the  requirement  of  having 
physician  coverage  24  hours  a  day,  7 
days  a  week  if  the  hospital  physically 
adjoins  another  hospital  and  there  is  a 
coverage  and  transfer  agreement  in 
place  that  requires  immediate  presence 
of  a  physician  to  address  the  issue.  The 
commenter  believed  such  a  physician- 
owned  hospital  should  not  be  required 
to  make  a  preadmission  disclosure  to  a 
patient  in  accordance  with  section 
1877(i)(l)(E)(i)  of  the  Act. 

Response:  In  the  situation  described, 
because  the  physician-owned  hospital 
will  always  have  a  physician  available 
on  its  premises  to  provide  services 
during  all  hours  in  which  the  hospital 
is  providing  services  to  a  patient,  we 
agree  that  the  hospital  would  not  be 
required  to  make  the  preadmission 
disclosures  mandated  by  section 
1877(i)(l)(E)(i)  of  the  Act. 

Comment:  One  commenter  supported 
the  proposed  amendment  to  §482.12, 
which  would  require  hospitals,  as  a 
condition  of  participation,  to  have  the 
capacity  to  provide  assessment  and 
initial  treatment  for  all  patients  and  the 
ability  to  transfer  patients  to  hospitals 
that  have  the  ability  to  treat  the  patients. 
The  commenter  sought  clarification 
regarding  the  terms  “capacity”  and 
“initial  treatment”  and  inquired  if  the 
provision  was  intended  to  apply  to 
inpatients,  outpatients,  or  emergency 
department  patients. 

Response:  We  withdraw  this  proposal. 
We  do  not  believe  it  is  necessary  to 
modify  the  hospital  conditions  of 
participation  to  reflect  the  provision  in 
section  1877(i)(l)(E)(ii)  of  the  Act. 


In  this  final  rule,  we  are  finalizing 
proposed  §  411.362(b)(5)  regarding 
“Patient  Safety”  without  modification. 

6.  Conversion  From  ASC 

Section  1877(i)(l)(F)  of  the  Act,  as 
added  by  the  Affordable  Care  Act,  also 
prohibits  the  use  of  the  rural  provider 
and  whole  hospital  exceptions  by 
physician-owned  hospitals  that  were 
converted  from  an  ASC  to  a  hospital  on 
or  after  March  23,  2010.  We  proposed  to 
add  §  411.362(b)(6)  to  reflect  this 
provision  in  our  regulations. 

Comment:  Two  commenters  stated 
that  the  proposed  rule  did  not  offer  any 
guidance  as  to  what  constitutes  a 
“conversion.”  The  commenters  urged 
CMS  to  provide  further  guidance. 

Response:  We  decline  to  provide  a 
specific  definition  of  “conversion.” 
Whether  an  ASC  has  been  converted  to 
a  physician-owned  hospital  on  or  after 
March  23,  2010  will  depend  on  the 
facts.  In  some  cases,  the  existence  of  a 
conversion  may  be  obvious  (for 
example,  when  an  ASC  that  is  wholly- 
owned  by  physicians  terminates  its 
Medicare  ASC  agreement  on  June  1, 
2010,  and  obtains  a  Medicare  hospital 
provider  agreement  or  hospital  license 
effective  on  or  after  June  1,  2010,  for  a 
hospital  that  occupies  the  same 
premises  as  the  former  ASC  and  is 
physician  owned).  Parties  may  submit 
an  advisory  opinion  request  pursuant  to 
§411.372  if  they  are  uncertain  whether 
a  conversion  has  occurred. 

After  consideration  of  the  public 
comments  we  received,  we  are 
finalizing,  without  modification,  our 
proposed  regulations  at  §  411.362(b)(6) 
that  the  hospital  must  not  have  been 
converted  from  an  ASC  to  a  hospital  on 
or  after  March  23,  2010. 

7.  Publication  of  Information  Reported 
^  Section  1877(i)(2)  of  the  Act  requires 
that  the  Secretary  publish,  and  update 
on  an  annual  basis,  the  information 
submitted  by  hospitals  under  section 
1877(i)(l)(C)  of  the  Act  on  the  CMS  Web 
site.  As  with  the  annual  report 
requirement  set  forth  in  section  XVIII. B. 
of  the  proposed  rule  (now  section 
XXII.B.  of  this  final  rule),  we  did  not 
make  a  proposal  related  to  this 
provision  in  the  proposed  rule.  We  did 
not  receive  any  public  comments 
regarding  this  matter. 

8.  Enforcement 

Section  6001(b)(1)  of  the  Affordable 
Care  Act  requires  the  Secretary  to 
establish  policies  and  procedures  to 
ensure  compliance  with  the 
requirements  described  in  section 
1877(i)  of  the  Act,  and  states  that  these 
policies  and  procedures  may  include 
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unannounced  site  reviews  of  hospitals. 
Section  6001(b)(2)  of  the  Affordable 
Care  Act  requires  the  Secretary, 
beginning  no  later  than  May  1,  2012,  to 
conduct  audits  to  determine  if 
physician-owned  hospitals  are  in 
compliance  with  section  1877(i)(l)  of 
the  Act.  In  the  August  3,  2010  proposed 
rule  (75  FR  46434  through  46435),  we 
indicated  that  we  would  comply  with 
the  statute^  mandate,  but  did  not 
propose  any  regulations  on  this  topic  at 
that  time. 

Comment:  Several  commenters  noted 
that  the  proposed  rule  did  not  address 
enforcement  procedures.  The 
commenters  asserted  that  more 
guidance  is  necessary  for  hospitals  to 
align  their  actions  with  section  6001  of 
the  Affordable  Care  Act.  One  of  the 
commenters  urged  CMS  to  conduct 
open  door  forum  calls  and  other 
outreach  efforts  to  educate  hospitals  and 
physicians  concerning  enforcement 
procedures. 

Response;  As  stated  in  the  proposed 
rule  (75  FR  46434  through  46435),  we 
will  comply  with  the  statutory  mandate 
and  provide  hospitals  and  physicians 
with  further  guidance  after  the  rules  are 
finalized.  In  addition,  we  will  explore 
various  forms  of  outreach,  including, 
but  not  limited  to,  open  door  forums. 

D.  Related  Changes  to  Provider 
Agreement  Regidations 

Section  1866  of  the  Act  states  that  a 
provider  of  services  shall  be  qualified  to 
participate  in  the  Medicare  program  and 
shall  be  eligible  for  Medicare  payments 
if  it  files  a  Medicare  provider  agreement 
and  abides  by  the  requirements 
applicable  to  Medicare  provider 
agreements.  These  requirements  are 
incorporated  in  our  regulations  at  42 
CFR  Part  489,  Subparts  A  and  B 
(Provider  Agreements  and  Supplier 
Approval).  Section  1861(e)  of  the  Act 
defines  the  term  “hospital.”  Section 
1861(e)(9)  of  the  Act  defines  a  hospital 
and  authorizes  the  Secretary  to  establish 
requirements  as  determined  necessary 
in  the  interest  of  patient  health  and 
safety.  Section  5006  of  the  Deficit 
Reduction  Act  of  2005  mandated  the 
Secretary  to  develop  a  strategic  and 
implementing  plan  to  address  certain 
issues  with  respect  to  physician 
ownership  of  specialty  hospitals.  As 
part  of  that  plan,  we  used  our  authority 
under  sections  1866  and  1861(e)(9)  of 
the  Act  (as  well  as  our  general 
rulemaking  authority  under  sections 
1102  and  1871  of  the  Act)  to  impose 
^  certain  additional  requirements  on 
physician-owned  hospitals  as  part  of 
their  provider  agreements.  These  new 
requirements  were  established  in  the  FY 
2008  IPPS  final  rule  with  comment 


period  (72  FR  47385  through  47391)  and 
the  FY  '2009  IPPS  final  rule  (73  FR 
48686  through  48688). 

Specifically,  we  amended  the 
regulations  at  §  489.3  governing 
Medicare  provider  agreements  to  define 
a  “physician-owned  hospital”  as  any 
participating  hospital  (including  a  CAH) 
in  which  a  physician  or  immediate 
family  member  of  a  physician  has  an 
ownership  or  investment  interest, 
unless  the  ownership  or  investment 
interest  satisfies  the  exceptions  at 
§  411.356(a)  or  (b)  regarding  publicly- 
traded  securities  and  mutual  funds.  In 
addition,  we  added  a  new  provision  at 
§489.20(u)(l)  to  require  a  physician- 
owned  hospital  to  agree  to  furnish 
patients  with  written  notice,  in  a 
manner  reasonably  designed  to  be 
understood  by  all  patients,  that  it  is 
physician-owned  and  that  the  list  of 
physician  owners  is  available  upon 
request.  Further,  we  added  a  new 
provision  at  §  489.20(u)(2)  to  compel 
hospitals  to  require  that  all  physician 
owners  who  are  also  members  of  the 
hospital’s  medical  staff  to  disclose,  in 
writing,  their  ownership  interest  in  the 
hospital  (and  that  of  any  immediate 
family  member)  to  all  patients  they  refer 
to  the  hospital,  as  a  condition  of 
continued  medical  staff  membership. 
Patient  disclosure  is  required  at  the  time 
the  physician  makes  a  referral. 

We  also  added  a  new  provision  to 
require  that  hospitals  and  CAHs:  (1) 
Furnish  all  patients  written  notice  at  the 
beginning  of  their  inpatient  hospital 
stay  or  outpatient  service  if  a  doctor  of 
medicine  or  a  doctor  of  osteopathy  is 
not  present  in  the  hospital  24  hours  per 
day,  7  days  per  week;  and  (2)  describe 
how  the  hospital  or  CAH  will  meet  the 
medical  needs  of  any  patient  who 
develops  an  emergency  medical 
condition  at  a  time  when  no  physician 
is  present  in  the  hospital  or  CAH.  These 
requirements  are  codified  at 
§489.20(w).  The  requirements  of 
§§489.20(u)  and  (w)  were  made 
applicable  to  both  inpatient  hospital 
stays  and  outpatient  services  because,  as 
we  stated  in  the  FY  2008  IPPS  final  rule 
with  comment  period,  these  provisions 
are  in  the  interest  of  the  health  and 
safety  of  all  individuals  who  receive 
services  in  these  institutions.  The  notice 
requirements  are  intended  to  permit 
individuals  to  make  more  informed 
decisions  regarding  their  treatment. 

In  the  August  3,  2010  proposed  rule 
(75  FR  46435),  we  proposed  to  modify 
the  Medicare  provider  agreement 
,  regulations  in  Subpart  B  of  Part  489  in 
order  to  make  the  rules  consistent  with 
new'  §  411.362,  as  required  by  the 
Affordable  Care  Act.  We  stated  our 
belief  that  incorporating  the  additional 


requirements  of  the  Affordable  Care  Act 
into  Part  489  would  be  in  the  best 
interest  of  the  health  and  safety  of 
individuals  who  receive  services  in 
hospitals  and  CAHs.  With  respect  to 
§489.20(u),  we  proposed  to:  (1)  Add  a 
provision  in  §  489.20(u)(l)(ii)  to  specify 
that  the  hospital  must  disclose  on  any 
public  Web  site  for  the  hospital  and  in 
any  public  advertising  that  it  is  owned 
or  invested  in  by  physicians;  (2)  amend 
§  489.20(u)(2)  to  specify  that  a  referring 
physician  owner  or  investor  must  also 
disclose  in  writing,  if  applicable,  the 
treating  physician’s  ownership  or 
investment  interest  in  the  hospital;  and 
(3)  add  §  489.20(u)(3)  to  specify  that  a 
hospital  may  not  condition  any 
physician  ownership  or  investment 
interests  either  directly  or  indirectly  on 
the  physician  making  or  influencing 
referrals  to  the  hospital  or  otherwise 
generating  business  for  the  hospital. 

Regarding  §489.20(w),  we  proposed 
to  specify  that,  in  the  case  of  a  hospital 
where  a  doctor  of  medicine  or  a  doctor 
of  osteopathy  is  not  present  in  the 
hospital  24  hours  per  day,  7  days  per 
week,  before  admitting  a  patient  or 
providing  an  outpatient  service,  the 
hospital  must  receive  a  signed 
acknowledgment  from  the  patient 
stating  that  the  patient  understands  that 
a  physician  may  not  be  present  during 
all  hours  services  are  rendered  to  the 
patient. 

We  encouraged  public  comments  on 
w'hether  the  changes  to  the  provider 
agreement  regulations  (Part  489)  are 
necessary  or  whether  the  amendments 
and  additions  made  to  the  whole 
hospital  and  rural  provider  exceptions 
within  subpart  J  of  Part  411  of  our 
regulations  are  sufficient  to  provide 
guidance  relating  to  section  6001  of  the 
Affordable  Care  Act. 

Comment:  Two  commenters  suggested 
that  any  changes  to  the  existing  provider 
agreement  regulations  in  42  CFR  part 
489  are  unnecessary.  The  commenters 
stated  that  the  proposed  amendments  to 
the  whole  hospital  and  rural  provider 
exceptions  in  42  QFR  part  411,  subpart 
J  are  sufficient  to  provide  guidance  to 
physician-owned  hospitals.  Another 
commenter  supported  entirely  the 
proposal  to  make  conforming  changes  to 
the  provider  agreement  regulations.  • 

Response:  We  are  persuaded  by  the 
commenters  who  suggested  that  the 
proposed  amendments  and  additions 
made  to  the  whole  hospital  and  rural 
provider  exceptions  in  subpart  J  of  part 
411  are  sufficient  for  providing  the 
necessary  guidance  to  physician-owned 
hospitals.  For  the  most  part,  the 
proposed  conforming  language  we 
added  to  the  provider  agreement 
regulations  does  not  substantively 
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impact  the  health  and/or  safety  of 
patients.  As  a  result,  we  are  not 
finalizing  the  following  proposed 
modifications  to  part  489:  (1)  In 
§489.20(u)(l)(ii)  concerning  a  hospital’s 
responsibility  to  disclose  physician 
ownership  on  a  Web  site  and  in  any 
public  advertising;  (2)  in  §489.20(u){2) 
concerning  a  referring  physician’s 
responsibility  to  disclose  to  the  patient 
any  ownership  interest  in  the  hospital 
by  a  treating  physician;  and  (3)  in 
§489.20(u){3)  concerning  a  hospital’s 
responsibility  not  to  condition  any 
physician  ownership  either  directly  or 
indirectly  on  the  physician  owner 
making  or  influencing  referrals  to  the 
hospital  or  otherwise  generating 
business  for  the  hospital. 

However,  we  are  finalizing,  as 
proposed,  §489.20(w)(2),  which 
requires  a  hospital  to  obtain  a  signed 
aclmowledgment  from  a  patient  (before 
admitting  the  patient  or  providing  an 
outpatient  service  to  the  patient)  stating 
that  the  patient  understands  that  a 
physician  may  not  be  present  during  all 
hours  services  are  furnished  to  the 
patient.  This  provision  is  important  to 
include  in  Part  489  as  it  addresses  the 
patient  health  and  safety  concerns 
raised  by  the  Affordable  Care  Act. 

E.  Conditions  of  Participation  for 
Hospitals 

In  the  proposed  rule,  we  inadvertently 
included  proposed  changes  to  the 
regulatory  text  at  §  482.12(g),  concerning 
the  condition  of  participation  for  a 
hospital’s  governing  body.  As  discussed 
above,  in  this  final  rule,  we  are 
withdrawing  this  proposal. 

F.  Collection  of  Information 
Requirements 

Under  the  Paperwork  Reduction  Act 
of  1995,  we  are  required  to  provide 
60-day  notice  in  the  Federal  Register 
and  to  solicit  public  comment  before  a 
collection  of  information  requirement  is 
submitted  to  the  Office  of  Management 
and  Budget  (OMB)  for  review  and 
approval.  In  order  to  fairly  evaluate 
whether  an  information  collection 
should  be  approved  by  OMB,  section 
3506(c)(2)(A)  of  the  Paperwork 
Reduction  Act  of  1995  requires  that  we 
solicit  comment  on  the  following  issues: 

•  The  need  for  the  information 
collection  and  its  usefulness  in  carrying 
out  the  proper  functions  of  our  agency. 

•  The  accuracy  of  our  estimate  of  the 
information  collection  burden. 

•  The  quality,  utility,  and  clarity  of 
the  information  to  be  collected. 

•  Recommendations  to  minimize  the 
information  collection  burden  on  the 
affected  public,  including  automated 
collection  techniques. 


In  the  August  3,  2010  proposed  rule 
(75  FR  46436),  we  solicited  public 
comments  on  each  of  the  issues  outlined 
above  regarding  the  provisions  of 
section  6001  of  the  Affordable  Care  Act 
relating  to  physician  self-referrals  that 
were  discussed  in  section  XVIII.A. 
through  D.  of  the  proposed  rule  (now  in 
sections  XXII.A  through  D.  of  this  final 
rule)  that  contained  information 
collection  requirements.  We  discuss 
these  provisions  below  and  address  any 
public  comments  that  we  received  in 
response  to  our  solicitation. 

As  discussed  in  section  XVI1.C.4.  and 
•D.  of  the  preamble  of  the  August  3,  2010 
proposed  rule  (and  section  XX1I.C.4. 
and  D.  of  this  final  rule),  current 
§  489.20(u)(l)  states  that,  in  the  case  of 
a  physician-owned  hospital  as  defined 
in  §  489.3,  the  hospital  must  furnish 
written  notice  to  all  patients  at  the 
beginning  of  their  hospital  stay,  or 
outpatient  visit  that  the  hospital  is  a 
physician-owned  facility.  Current 
§  489.20(u)(2)  provides  that  hospitals 
must  require  each  physician  who  is  a 
member  of  the  hospital’s  medical  staff  to 
agree,  as  a  condition  of  his  or  her 
continued  medical  staff  membership  or 
admitting  privileges,  to  disclose  in 
writing  to  all  patients  the  physician 
refers  to  the  hospital  any  ownership  or 
investment  interest  held  by  the 
physician  or  an  immediate  family 
member  of  the  physician.  We  proposed 
to  amend  §489.20(u)(2)  to  correspond  to 
changes  we  proposed  at  the  same  time 
to  the  physician  self-referral  regulations. 
Specifically,  we  proposed  to  modify 
§489.20(u)(2)  to  expand  the  physician 
disclosure  obligation  to  include 
disclosure  of  the  treating  physician’s 
ownership  or  investment  interest  in  the 
hospital.  The  burden  associated  with 
the  requirements  in  this  section  is  the 
time  and  effort  necessary  for  hospitals 
and  physicians  to  furnish  the  required 
notices.  This  requirement  is  subject  to 
the  PRA;  however,  the  associated 
burden  under  the  existing  §489.20(u)  is 
currently  approved.under  OCN  0938- 
1034,  with  a  February  28,  2011 
expiration  date. 

Section  6001  of  the  Affordable  Care 
Act  amended  the  rural  provider  and 
whole  hospital  exceptions  to  the 
physician  self-referral  prohibition  in 
section  1877  of  the  Act.  To  implement 
these  provisions,  we  proposed  to  add 
§411.362  to  our  regulations  and  to 
amend  §489.20(u)(2)  (we  note  that  we 
are  not  finalizing  the  proposed 
amendment  to  §489.20(u)(2)  in  this 
final  rule,  as  discussed  below).  We 
proposed  new  §411.362(b)(3)(ii)(A), 
which  would  require  physician-owned 
hospitals  to  have  procedures  in  place  to 
require  that  each  referring  physician 


agree,  as  a  condition  of  his  or  her 
continued  medical  staff  membership  or 
admitting  privileges,  to  provide  written 
disclosure  of  his  or  her  ownership  or 
investment  interest  in  the  hospital  (and, 
if  applicable  a  treating  physician’s 
ownership  or  investment  interest  in  the 
hospital)  to  all  patients  whom  the 
physician  refers  to  the  hospital.  This 
provision  imposes  a  burden  on  both 
hospitals  and  physicians. 

With  respect  to  hospitals,  we 
indicated  in  the  proposed  rule  that  the 
burden  associated  with  this  requirement 
is  the  time  and  effort  necessary  for 
hospitals  to  develop,  draft,  and 
implement  changes  to  its  medical  staff  ' 
bylaws  and  other  policies  governing 
admitting  privileges.  Approximately  265 
hospitals  would  be  required  to  comply 
with  these  requirements.  We  estimate 
that  it  would  require  a  hospital’s  general 
counsel  2  hours  to  revise  a  hospital’s 
medical  staff  bylaws  and  policies 
governing  admitting  privileges. 
Therefore,  the  total  annual  hospital 
burden  would  be  530  hours  at  a  cost  of 
$32,875.90.  As  discussed  earlier  in 
section  XXII. D.  of  this  final  rule,  based 
upon  public  comments  we  received,  we 
are  not  finalizing  the  proposed 
amendment  to  §489.20(u)(2)  that  the 
referring  physician  must  provide 
written  disclosure  of  the  treating 
physician’s  ownership  or  investment 
interest  in  the  hospital.  However,  we  are 
finalizing  the  proposed  requirement  at 
§411.362(b)(3)(ii)(A). 

With  respect  to  physicians,  the 
burden  associated  with  this  requirement 
is  the  time  and  effort  necessary  for  a 
referring  physician  owner  or  investor  to 
develop  a  list  of  all  other  phv«ician 
owners  or  investors  in  the  hospital  and 
draft  a  formal  notice  to  patients  that 
discloses  the  referring  physician’s 
ownership  or  investment  interest  in  the 
hospital,  informs  the  patient  that  his  or 
her  treating  physician(s)  may  have  an 
ownership  or  investment  interest  in  the 
hospital,  and  directs  the  patient  to 
review  a  list  identifying  all  other 
physician  owners  or  investors  in  the 
hospital.  This  list  may  be  used  by 
patients  in  making  their  health  care 
decisions.  Under  existing  §  489. 20(u)(l), 
hospitals  are  currently  required  to 
provide  a  list  of  their  physician  owners 
or  investors  to  patients  upon  request  at 
the  beginning  of  their  inpatient  stay  or 
outpatient  visit.  Because  hospitr's 
already  maintain  lists  of  their  owners 
and  investors,  we  estimate  that  it  will 
take  each  physician  1  hour  annually  to 
obtain  such  a  list  from  the  hospital, 
draft  a  disclosure  notice,  and  make 
copies  that  will  be  distributed  to 
patients.  In  addition,  we  estimate  that  it 
will  take  30  seconds  to  provide  the 
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hospitals  will  be  considered  small 
entities  according  to  the  SBA  size 
standards.  Individuals  and  States  are 
not  included  in  the  definition  of  a  small 
entity. 

^  As  discussed  in  sections  XXII. A. 
tluough  D.  of  this  final  rule,  section 
6001  of  the  Affordable  Care  Act 
amended  section  1877  of  the  Act  to 
impose  additional  requirements  in  order 
to  qualify  for  the  rural  provider  and 
hospital  ownership  or  investment 
exceptions.  Our  policies  in  this  final 
rule  incorporate  these  requirements  into 
our  regulations.  Most  physicians  who 
have  ownership  or  investment  interests 
in  hospitals  (“physician-owned 
hospitals”)  and  who  refer  DHS  to  the 
hospital,  are  subject  to  the  physician 
self-referral  prohibition,  and  are  unable 
to  qualify  for  the  ownership  and 
investment  exception  at  section 
1877(d)(1)  of  the  Act.  Section  1877(d)(1) 
of  the  Act  provides  an  exception  for 
ownership  or  investment  in  publicly 
traded  securities  in  a  corporation  where 
there  is  stockholder  equity  exceeding 
$75  million  at  the  end  of  the 
corporation’s  most  recent  fiscal  year  or 
on  average  during  the  previous  3  fiscal 
years;  or  the  ownership  or  investment 
interest  involves  mutual  funds  in  a 
company  that  has  assets  greater  than 
$75  million.  Studies  by  the  OIG  and 
GAO  have  concluded  that  physician- 
owned  hospitals  tend  to  be  smaller  and 
are  unable  to  meet  the  $75  million 
threshold.  Therefore,  most  physician- 
owned  hospitals  avail  themselves  of  the 
rural  provider  or  hospital  ownership 
exceptions  (sections  1877(d)(2)  and 
(d)(3)  of  the  Act,  respectively). 

Our  revisions  to  the  regulations  limit 
the  creation  of  new  Medicare- 
participating  hospitals  in  which 
physician  owners  or  investdrs  intend  to 
refer  patients  for  DHS  by  requiring  such 
hospitals  to  have  physician  ownership 
and  a  provider  agreement  in  effect  on 
December  31,  2010,  as  provided  for  by 
section  6001  of  the  Affordable  Care  Act. 
This  revision  affects  facilities  with 
physician  ownership  or  investment  that 
are  currently  under  development  but 
may  be  unable  to  have  a  provider 
agreement  in  effect  on  December  31, 

2010.  We  believe  there  are  only  a  few 
facilities  or  hospital  projects  under 
development  that  will  be  unable  to  meet 
either  of  these  criteria. 

In  addition  to  the  effect  on  the 
creation  of  new  physician-owned 
hospitals,  the  revision  of  the  regulations 
to  incorporate  the  provisions  of  section 
6001  of  the  Affordable  Care  Act  will 
impact  existing  physician-owned 
hospitals  that  currently  avail  themselves 
of  the  rural  provider  or  whole  hospital 
exception.  Specifically,  a  physician- 


owned  hospital  is  prohibited  from 
expanding  the  number  of  beds, 
operating  rooms,  and  procedure  rooms  * 
beyond  those  for  which  it  was  licensed 
as  of  March  23,  2010,  or,  in  the  case  of 
a  hospital  that  did  not  have  a  provider 
agreement  in  effect  as  of  this  date  but 
does  have  a  provider  agreement  in  effect 
on  December  31,  2010,  the  effective  date 
of  the  provider  agreement.  We  believe 
there  are  some  hospitals  that  were  in  the 
midst  of  an  expansion  that  was  not 
completed  by  March  23,  2010  (or,  in  the 
case  of  a  hospital  that  did  not  have  a 
provider  agreement  in  effect  as  of  this 
date  but  does  have  a  provider  agreement 
in  effect  on  December  31,  2010),  and 
thus,  may  not  be  able  to  use  the  new 
beds,  operating  rooms,  and  procedures 
rooms.  We  believe  that  most  facilities 
and  their  investors  were  aware  of  the 
possible  legislation  that  will  limit 
facility  expansion  and,  thus,  did  not 
continue  to  pursue  expansion  of  their 
facilities. 

Our  regulations  require  hospitals  to 
have  procedures  in  place  that  require 
referring  physicians  to  disclose  to 
patients  the  referring  physicians’ 
ownership  or  investment  interests  in  the 
hospital,  as  well  as  any  ownership  or 
investment  interest  in  the  hospital  held 
by  a  treating  physician.  This  policy  also 
requires  hospitals  to  disclose  on  any 
public  Web  site  for  the  hospital  or  in 
any  public  advertising  that  it  is  owned 
or  iavested  in  by  physicians.  Finally, 
under  the  revision  of  the  regulations,  a 
hospital  may  not  condition  any 
physician  ownership  or  investment 
either  directly  or  indirectly  on  the 
physician  making  or  influencing 
referrals  to  the  hospital  or  otherwise 
generating  business  for  the  hospital. 
Most  physician-owned  hospitals  comply 
with  the  current  provisions  of 
§489.20(u).  Thus,  they  have  procedures 
in  place  to  require  referring  physician 
owners  or  investors  to  disclose  their 
ownership  or  investment  interests  to 
patients.  We  believe  most  physicians 
and  hospitals  will  be  minimally  affected 
by  the  additional  requirements. 

Our  revisions  to  the  regulations 
require  that  hospitals  must  ensure  that 
all  ownership  and  investment  interests 
are  hona  fide,  a  step  that  we  believe 
most  prudent  hospitals  are  already 
undertaking.  We  believe  most  of  the 
new  statutory  and  regulatory  provisions 
wilj  have  little,  if  an_y,  impact  on 
physician-owned  hospitals  of 
physicians.  The.  only  provision  that  may 
have  a  minor  impact  is  the  provision 
found  under  section  1877(i)(l)(D)(i)  of 
the  Act  and  §  411.362(b)(4)(i)  of  the 
regulations  that  prohibits  physician- 
owned  hospitals  from  increasing  the 
percentage  of  the  total  value  of  the 


ownership  or  inve.stment  interests  held 
in  the  hospital,  w  in  an  entity  whose 
assets  include  the  hospital,  by  physician 
owners  or  investors  beyond  that  which 
existed  on  March  23,  2010.  Therefore, 
hospitals  and  other  entities  that  own  the 
hospital  must  monitor  the  percentages 
of  ownership  or  investment  to  ensure 
that  the  percentage  is  not  increased.  We 
believe  this  provision  will  have  a  minor 
effect  on  some  hospitals  and  their 
physician  owners  or  investors. 

Our  revisions  to  the  regulations  also 
require  hospitals  to  take  certain  steps  to 
ensure  patient  safety,  most  of  which  are 
practices  or  procedures  that  we  believe 
most  hospitals  currently  undertake. 
Building  upon  the  safety  requirements  ' 
found  in  existing  §489.20(w),  we  are 
requiring  under  §§411.362(b)(5)(i)  and 
489.20(w)(2)  that,  before  admitting  a 
patient,  a  hospital  that  does  not  have  a 
physician  available  on  the  premises  to 
provide  services  during  all  hours  in 
which  the  hospital  is  providing  services 
to  the  patient,  must  receive  a  signed 
acknowledgment  from  the  patient 
stating  that  the  patient  understands  that 
a  physician  may  not  be  present  during 
the  time  services  are  hirni  shed  to  a 
patient.  In  addition,  §§  411.362(b)(5)(ii) 
and  489.20(w)(l)  will  require  ho.spitals 
to  have  the  capacity  to  provide 
assessment  and  initial  treatment  for 
patients  and  the  ability  to  refer  and 
transfer  patients  to  hospitals  with  the 
capability  to  treat  the  needs  of  the 
patient  involved.  We  believe  requesting 
a  signed  acknowledgment  will  impose  a 
minimal  burden  on  hospitals.  Also, 
most  hospitals  currently  have  in  place 
procedures  to  ensure  that  they  have  the 
capacity  to  provide  assessment  and 
initial  treatment  for  patients  and  the 
ability  to  refer  and  transfer  patients. 

La.stly,  our  revisions  to  the  regulations 
prohibit  a  facility  that  was  previously  an 
ASC  and  was  converted  into  a  hospital 
from  qualifying  for  the  rural  provider  or 
whole  hospital  ownership  exceptions  to 
the  self-referral  prohibition.  Although 
we  have  no  direct  data  on  this  issue,  we 
believe  there  are  only  a  few  ASCs  that 
are  being  converted  to  a  hospital,  and, 
thus,  the  effect  is  minimal. 

The  changes  concerning  disclosure  of 
physician  ownership  in  hospitals  and 
patient  safety  are  consistent  with  the' 
physician  self-referral  statute  and 
regulations,  our  existing  regulations 
governing  basic  commitments  of 
providers,  and  the  current  practices  of 
most  hospitals.  Thus,  our  requirements 
will  present  a  negligible  impact  on 
pbysician-owned  hospitals.  Physician- 
owned  hospitals  will  have  a  one-time 
cost  associated  with  creating  or 
modifying  a  notice  to  be  used  when  a 
physician  is  not  on  the  premises  24 
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hours  a  day.  Irr  addition,  these  hospitals 
will  incur  the  costs  associated  with 
ensuring  that  a  signed  acknowledgment 
is  received  from  patients.  Similarly,  the 
costs  borne  by  individual  physicians  to 
implement  the  provisions  will  be 
limited  to  a  one-time  cost  associated 
with  developing  a  disclosure  notice  that 
discloses  the  ownership  of  the  referring 
and,  where  applicable,  the  treating 
physician. 

Overall, 'we  believe  that  beneficiaries 
will  be  positively  impacted  by  these 
provisions.  Specifically;  additional 
information  concerning  disclosures  of 
ownership  and  patient  safety  measures 
equip  patients  to  make  informed 
decisions  about  where  they  elect  to 
receive  care.  Our  policies  make  no 
significant  changes  that  have  the 
potential  to  impede  patient  access  tp 
health  care  facilities  and  services.  We 
believe  that  our  policies  are  necessary  to 
conform  our  regulations  to  the 
amendments  to  section  1877  of  the  Act. 
We  also  believe  the  regulations  will 
help  minimize  anticompetitive  behavior 
that  can  affect  the  decision  as  to  where 
a  beneficiary'  receives  health  care 
services  and  will  possibly  enhance  the 
quality  of  the  services  furnished. 

’m  acldition,  section  1102(b)  of  the  Act 
requires  us  to  prepare  a  regulatory 
impact  analysis  if  a  rule  may  have  a 
significant  impact  on  the  operations  of 
a  substantial  number  of  small  rural 
hospitals.  This  analysis  must  conform  to 
the  provisions  of  section  603  of  the 
RFA.  With  the  exception  of  hospitals 
located  in  certain  New  England 
counties,  for  purposes  of  section  1102(b) 
of  the  Act,  we  now  define  a  small  rural 
hospital  as  a  hospital  that  is  located 
outside  an  urban  area  and  has  fewer 
than  100  beds.  Section  601(g)  of  the 
Social  Security  Amendments  of  1983 
(Pub.  L.  98-21)  designated  hospitals  in 
certain  New  England  counties  as 
belonging  to  the  adjacent  urban  areas. 
Thus,  we  continue  to  classify  these 
hospitals  as  urban  hospitals. 

VVe  believe  that  our  policies  in  this 
final  rule  will  affect  a  relatively  small 
number  of  physician-owned  hospitals 
and  physicians.  We  are  uncertain  of  the 
exact  numbers  of  hospitals  with 
physician  ownership  or  investfnent  that 
will  be  impacted  by  the  policies  and 
their  restrictions.  However,  the  most 
recent  studies  by  CMS  (August  8.  2006* 
Final  Report  to  the  Congress  Required 
under  Section  5006  of  the  Deficit 
Reduction  Act  of  2005)  and  MedPAC 
(June  2005  Report  to  the  Congress) 
concluded  that  there  were 
approximately  128  physician-owned 
specialty  hospitals  (those  that  focus 
primarily  on  patients  with  a  cardiac 
condition,  orthopedic  condition,  or 


those  receiving  a  surgical  procedure). 

We  recognize  that  there  are  other 
frospitals  with  physician  ownership  that 
do  not  meet  the  definition  of  a  specialty 
hospital  but  we  do  not  have  verifiable 
data  on  the  number  of  these  facilities. 
However,  we  have  recently  received 
information  from  a  trade  association 
representing  physician-owned  hospitals 
that  there  are  approximately  265 
hospitals  that  will  be  subject  to  the 
provisions  of  our  final  rule  with 
comment  period. 

Section  202  of  the  Unfunded 
Mandates  Reform  Act  of  1995  (UMRA) 
also  requires  that  agencies  assess 
anticipated  costs  and  benefits  before 
issuing  any  rule  whose  mandates 
require  spending  in  any  1  year  of  $100 
million  in  1995  dollars,  updated 
annually  for  inflation.  That  threshold 
level  is  currently  approximately  $135 
million.  This  final  rule  will  not  mandate 
any  requirements  for  State,  local,  or 
tribal  governments,  nor  will  if  affect 
private  sector  costs. 

Executive  Order  13132  establishes 
certain  requirements  that  an  agency 
must  meet  when  it  promulgates  a 
proposed  rule  (and  subsequent  final 
rule)  that  imposes  substantial  direct 
costs  on  State  and  local  governments, 
preempts  State  law,  or  otherwise  has 
Federalism  implications.  Because  this 
regulation  does  not  impose  any  costs  on 
State  or  local  governments,  the 
requirements  of  Executive  Order  13132 
are  not  applicable. 

In  accordance  with  the  provisions  of 
Executive  Order  12866,  this  final  rule 
was  reviewed  by  the  Executive  Office  of 
Management  and  Budget. 

XXIII.  Interim  Final  Rule  With 
Comment  Period:  Certified  Registered 
Nurse  Anesthetist  (CRNA)  Services 
Furnished  in  Rural- Hospitals  and 
Critical  Care  Hospitals  (CAHs) 

A.  Background 

In  the  FY  2011  IPPS/LTCH  PPS  final 
rule  (75  FR  50299),  we  adopted  a  policy 
that  would  allow  otherwise  eligible 
critical  access  hospitals  (CAHs)  or 
hospitals  that  have  reclassified  from 
urban  to  rural  status  under  section 
1886(d)(8)(E)  of  the  Act  and  42  CFR 
412.103  to  receive  reasonable  cost 
payments  for  anesthesia  services  and 
related  care  furnished  by  nonphysician 
anesthetists  (referred  to  in  this  section 
as  CRNA  pass-through  payments),  • 
effective  for  cost  reporting  periods 
beginning  on  or  after  October  1,  2010. 
After  the  issuance  of  the  final  rule,  we 
received  an  inquiry  from  a  public 
commenter  who  indicated  that  CMS  had 
misunderstood  its  submitted  comment 
on  the  FY  2011  IPPS/LTCH  PPS 


proposed  rule  in  which  the  commenter 
stated  that  the  policy  should  be  effective 
on  the  basis  of  a  calendar  year,  not  a 
cost  reporting  period,  as  a  hospital  can 
only  begin  receiving  CRNA  pass¬ 
through  payments  on  the  basis  of  a 
calendar  year.  Our  response  to  this 
public  comment  in  the  CY  2011  IPPS/ 
LTCH  PPS  final  rule  (75  FR  50303) 
indicated  that  it  was  unnecessary  to 
modify  the  effective  date  in  the  final , 
rule  because  “if  the  provision  is  effective 
for  cost  reporting  periods  beginning  on 
or  after  October  1,  2010.  it  will  also  be 
in  effect  for  the  calendar  year  beginning 
January  1.  2011.”  While  this  statement  is 
accurate,  it  does  not  take  into  account 
that  if  a  hospital’s  cost  reporting  period 
begins  on  or  after  January  1,  2011,  the 
hospital  will  be  ineligible  to  receive 
CRNA  pass-through  payments  until  the 
beginning  of  the  next  calendar  yeartm 
January  1,  2012.  Under  the  finalized 
policy  in  the  CY  2011  IPPS/LTCH  PPS 
final  rule,  hospitals  reclassifying  from 
urban  to  rural  areas  with  cost  reporting 
periods  beginning  between  October  1, 

2010,  and  December  31,  2011,  will  be 
able  to  first  receive  CRNA  pass-through 
payments  effective  January  1,  2011, 
while  hospitals  with  cost  reporting 
periods  beginning  on  or  after  January  1, 

2011,  will  not  be  able  to  receive  CRNA 
pass-through  payments  until  one  year 
later  on  January  1,  2012. 

B.  Revised  Policy 

Our  intention  in  the  FY  2011  IPPS/ 
LTCH  PPS  final  rule  was  not  to  make 
the  provision  for  CRNA  pass-through 
payment  for  anesthesia  services  and 
related  care  furnished  by  nonphysician 
anesthetists  effective  January  1,  2011, 
for  some  hospitals  and  CAHs  and 
January  1,  2012,  for  other  hospitals  and 
CAHs.  We  believe  the  provision  would 
be  more  equitable  if  it  had  a  uniform 
effective  date  for  all  hospitals  and 
CAHs.  While  we  considered  changing 
the  effective  date  to  January  1,  2011,  for 
all  hospitals  and  CAHs  to  begin 
receiving  CRNA  pass-through  payments 
under  this  provision,  we  note  that  our 
regulations  at  42  CFR  412.113(c)(2)(iii) 
state  that  the  hospital  or  CAH  must 
demonstrate  to  its  fiscal  intermediary 
prior  to  the  start  of  the  calendar  year 
that  it  meets  the  requirements  for 
receiving  CRNA  pass-through  payments. 
For  this  reason,  we  believe  the  best 
option  would  be  to  adopt  an  effective 
date  of  December  2,  2010,  for  all 
hospitals  and  CAHs,  which  we  are 
providing  for  in  this  interim  final  rule 
with  comment  period.  With  an  effective 
date  of  December  2,  2010,  hospitals  and 
CAHs  will  be  able  to  demonstrate  prior 
to  January  1,  2011,  that  they  meet  the 
requirements  for  receiving  CRNA  pass- 
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through  payments  beginning  January  1. 
2011.  We  are  amending  the  regulations 
at  42  CFR  412.113(c)(2){i)(A)  to  provide 
for  an  effective  date  of  December  2, 

2010,  for  all  hospitals  and  CAHs  to 
begin  receiving  CRNA  pass-through 
payments  for  anesthesia  services  and 
related  care  furnished  by  nonphysician 
anesthetists. 

C.  Waiver  of  Notice  of  Proposed 
Rulemaking  and  Delay  in  the  Effective 
Date 

Because  a  change  to  the  effective  date 
of  a  regulation  previously  adopted 
through  notice-and-comment 
mlemaking  is  a  substantive  change,  we 
would  ordinarily  publish  a  notice  of 
proposed  rulemaking  in  the  Federal 
Register  and  invite  public  comment  on 
the  proposed  rule  before  making  any 
change  to  the  regulation.  This  procedure 
can  be  waived,  however,  if  an  agency 
finds  good  cause  that  notice-and- 
comment  procedure  is  impracticable, 
unnecessary,  or  contrary  to  the  public 
interest  and  Incorporates  a  statement  of 
the  finding  and  its  reasons  in  the  rule 
issued.  In  addition,  the  Administrative 
Procedure  Act  (APA)  normally  requires 
a  30-day  delay  in  the  effective  date  of 
a  final  rule.  Furthermore,  the 
Congressional  Review  Act  (CRA) 
generally  requires  an  agency  to  delay 
the  effective  date  of  a  major  rule  by  60 
days  in  order  to  allow  for  congressional 
review  of  the  agency  action. 

We  believe  there  is  good  cause  to 
waive  notice-and-comment  rulemaking 
to  make  a  change  in  the  effective  date 
of  the  CRNA  pass-through  payment 
provision  adopted  in  the  FY  2011  IPPS/ 
LTCH  PPS  final  rule  (75  FR  50414).  As 
stated  above,  we  believe  it  would  be 
inequitable  and  contrary  to  the  public 
interest  to  have  two  different  effective 
dates  one  year  apart  for  hospitals  and 
CAHs  depending  on  when  their  cost 
reporting  period  begins.  A  change  to  the 
effective  date  will  only  advantage 
hospitals  and  CAHs  without 
disadvantaging  any- hospital  or  CAH  as 
it  does  not  affect  the  ability  of  hospitals 
or  CAHs  with  cost  reporting  periods 
beginning  between  October  1,  2010,  and 
December  31,  2010,  to  begin  receiving 
CRNA  pass-through  payments  on 
january  1,  2011,  and  allows  hospitals 
and  CAHs  with  cost  reporting  periods 
beginning  on  any  other  date  to  receive 
CIWA  pass-through  payments  one  year 
earlier.  Furthermore,  because  the 
purpose  of  making  pass-through 
payments  for  CRNA  services  is  to 
provide  more  favorable  payment 
treatment  for  these  services  in  order  to 
improve  access  to  anesthesia  services  in 
hospitals  and  CAHs  that  are  in  lovv 
population  density  areas,  we  believe  it 


would  serve  the  public  interest  to  have 
this  provision  apply  to  all  qualifying 
hospitals  and  CAHs  during  2011, 
including  those  hospitals  and  CAHs 
that,  under  the  existing  regulations, 
cannot  receive  CRNA  pass-through 
payments  until  January  1,  2012.  Further, 
it  would  be  impracticable  to  go  through 
notice-and-comment  rulemaking  to 
achieve  what  we  believe  would  be  the 
more  equitable  result  because  there  is 
insufficient  time  to  complete  a  proposed 
rule,  allow  for  a  public  comment  period 
and  prepare  a  final  rule  responding  to 
those  public  comments  prior  to  January 
1,  2011,  when  hospitals  and  CAHs  can 
'  next  begin  receiving  CRNA  pass-through 
payments. 

For  these  reasons,  in  this  interim  final 
rule  with  comment  period,  we  are 
adopting  a  change  to  the  effective  date 
of  the  CRNA  pass-through  provision 
originally  adopted  under 
§412.113(c)(2)(i)(A)  of  the  regulations  in 
the  FY  2011 IPPS/LTCH  PPS  final  rule 
for  FY  2011  (75  FR  50414)  from  “cost 
reporting  periods  beginning  on  or  after 
October  1,  2010”  to  “December  2,  2010.” 
Under  this  revision,  hospitals  and  CAHs 
that  are  reclassified  from  urban  to  rural 
areas  can  demonstrate  to  their  Medicare 
contractor  on  or  after  December  2,  2010, 
that  they  meet  the  requirements  to 
receive  CRNA  pass-through  payment 
under  §  412.113(c)(2)(iii)  in  order  to 
begin  receiving  payments  on  January  1, 
201 1..-^“  Hospitals,  and  CAHs  may 
receive  CRNA  pass-through  payment  for 
any  portion  of  a  cost  reporting  period 
that  occurs  on  or  after  January  1,  2011, 
provided  all  other  requirements 
specified  in  §  412.113(c)(2)(iii)  are  met. 

With  respect  to  a  delay  in  the  effective 
date,  this  interim  final  rule  with 
comment  period  is  not  a  major  lule 
because  it  does  not  have  an  annual 
effect  on  the  economy  of  $100  million 
or  more  in  any  1  year  and  will  not 
adversely  affect  in  a  material  way  the 
economy,  a  section  of  the  economy, 
productivity,  competition,  jobs,  the 
environment,  public  health  or  safety,  or 
State,  local,  or  tribal  government  or 


3»The  December  2,  2010  effective  date  is 
intended  to  give  hospitals  and  CAHs  affected  by  the 
change  in  the  effective  date  sufficient  time  to 
demonstrate  to  their  Medicare  contractor  that  they 
meet  the  requirements  in  42  CFR  412.113(cK2  .(iii) 
to  begin  receiving  CRNA  pass-through  payments 
effective  January  1,  2011.  If,  pursuant  to  the  terms 
of  the  existing  regulations,  hospitals  and  CAHs  have 
already  demonstrated  prior  to  December  2,  2010, 
that  they  meet  the  requirements  in 
§412.113{c)(2)(iii)  to  begin  receiving  CRNA  pas.s- 
through  payments  beginning  January  1,  2011.  they 
do  not  have  to  do  so  again  as  they  will  have  already 
demonstrated  prior  to  the  start  of  the  calendar  year, 
consistent  with  both  the  existing  regulations  and 
the  revised  regulations,  that  they  meet  the 
requirements  for  receiving  CRNA  pass-through 
payments. 


communities.  As  this  interim  final  rule 
with  comment  period  is  not  a  major 
rule,  we  are  not  required  to  provide  a 
60-day  delay  in  its  effective  date. 
However,  we  are  providing  a  30-day 
delay  in  the  effective  date  of  this  interim 
final  rule  with  comment  period, 
consistent  with  the  APA.  We  also  are 
providing  a  60-day  comment  period  to 
receive  public  comments,  as  specified  in 
the  ADDRESSES  section  of  this  document. 

D.  Response  to  Comments 

Because  of  the  large  number  of  public 
comments  we  .normally  receive  on 
Federal  Register  documents,  we  are  not 
able  to  acknowledge  or  respond  to  them 
individually.  We  will  consider  all 
comments  we  receive  by  the  date  and 
lime  specified  in  the  DATES  section  of 
this  document,  and,  when  we  proceed 
with  a  subsequent  document,  we  will 
respond  to  those  comments  in  the 
preamble  to  that  document. 

E.  Collection  of  Information 
Requirements 

This  interim  final  rule  with  comment 
period  does  not  impose  any  new 
information  collection  and 
recordkeeping  requirements. 
Consequently,  it  need  not  be  reviewed 
by  the  Office  of  Management  and 
Budget  under  the  authority  of  the 
Paperwork  Reduction  Act  of  1995  (44 
U.S.C.  Chapter  35). 

F.  Regulatory  Impact  Analysis 

We  have  examined  the  impact  of  this 
interim  final  rule  with  comment  period 
as  required  by  Executive  Order  12866 
(September  1993,  Regulatory  Planning 
and  Review),  the  Regulatory  Flexibility 
Act  (RFA)  (September  19,  1980,  Pub.  L. 
96-354),  section  1102(b)  of  the  Social 
Security  Act,  the  Unfunded  Mandates 
Reform  Act  of  1995  (Pub.  L.  104-4), 
Executive  Order  13132  on  Federalism, 
and  the  Congressional  Review  Act 
(5  U.S.C.  804(2)). 

Executive  Order  12866  directs 
agencies  to  assess  all  costs  and  benefits 
of  available  regulatory  alternatives  and. 
if  regulation  is  necessary,  to  select 
regulatory  approaches  that  maximize 
net'benefits  (including  potential 
economic,  environmental,  public  health 
and  safety  effects,  distributive  impacts, 
and  equity).  A  regulatory  impact 
analysis  (RIA)  must  be  prepared  for 
major  rules  that  have  economically 
significant  effects  ($100  million  or  more 
in  any  1  year)  or  adversely  affect  in  a 
material  way  the  economy,  a  sector  of 
the  economy,  productivity,  competition, 
jobs,  the  envinmment,  public  health  or 
safety,  or  State,  local,  or  tribal 
government  or  communities  (58  FR 
51741).  We  have  determined  that  this 
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interim  final  rule  with  comment  period 
is  not  a  major  rule  as  defined  in  5  U.S.C. 
804(2). 

The  RFA  requires  agencies  to  analyze 
options  for  regulatory  relief  of  small 
businesses  if  a  rule  has  a  significant 
impact  on  a  substantial  number  of  small 
entities.  For  purposes  of  the  RFA,  small 
entities  include  small  businesses, 
nonprofit  organizations,  and  small 
governmental  jurisdictions.  Most 
hospitals,  including  CAHs,  are 
considered  to  be  small  entities,  either  by 
being  nonprofit  organizations  or  by 
meeting  the  Small  Business 
Administration  (SBA)  definition  of  a 
small  business  (hospitals  having 
revenues  of  $34.5  million  or  less  in  any 
1  year).  (For  details  on  the  latest 
standards  for  health  care  providers,  we 
refer  readers  to  the  SBA’s  Web  site  at; 
h  ttp  ://sba  .gov/idc/groups/ p  u  blic/ 
documents/sba_homepage/ 
serv_sstd_tabIepdf.pdf(TefeT  to  the 
620000  series).)  Individuals  and  States 
are  not  included  in  the  definition  of  a 
small  entity.  For  purposes  of  the  RP^A, 
we  have  determined  that  most  of  the 
affected  hospitals  and  CAHs  will  be 
considered  small  entities  according  to 
the  SBA  size  standards. 

As  discussed  above,  in  this  interim 
final  rule  with  comment  period,  we  are 
making  a  revision  to  the  effective  date 
of  a  change  to  the  CRN  A  pass-through 
provision  for  hospitals  and  CAHs  that 
have  reclassified  under  section 
1886(d)(8)(E)  of  the  Act  and  §  412.103  of 
the  regulations  from  “cost  reporting 
periods  beginning  on  or  after  October  1 , 
2010”  to  “December  2,  2010.”  This 
change  to  the  effective  date  will  allow 
hospitals  and  CAHs  that  have 
reclassified  under  section  1886(d)(8)(E) 
of  the  Act  and  §  412.103  of  the 
regulations  to  begin  receiving  CRNA 
pass-through  payments  on  January  1, 
2011,  instead  of  January  1,  2012,  if  they 
have  a  cost  reporting  period  that  begins 
on  or  after  January  1,  2011.  (The 
December  2,  2010  effective  date  gives 
these  hospitals  and  CAHs  1  month  to 
demonstrate  that  they  are  otherwise 
eligible  to  receive  these  pass-through 
payments).  In  the  FY  2011  IPPS/LTCH 
PPS  final  rule  (75  FR  50664),  we 
indicated  that  it  would  be  difficult  to 
quantify  the  payment  impact  of  the 
change  to  the  regulations  that  would 
allow  hospitals  and  CAHs  reclassified 
under  section  1886(d)(8)(E)  of  the  Act 
and  §412.103  of  the  regulations 
because,  in  order  to  qualify  to  receive 
reasonable  cost-based  payment  for 
anesthesia  and  related  services  provided 
by  qualified  nonphysician -anesthetists, 
a  rural  hospital  or  CAH  cannot  exceed 
an  annual  limit  of  800  surgical 
procedures  requiring  anesthesia.  In 


addition,  although  a  hospital  or  CAH 
may  contract  with  more  than  one 
qualified  nonphysician  anesthetist  and 
be  paid  based  on  reasonable  cost  for 
anesthesia  and  related  services 
performed  by  these  anesthetists,  the 
total  number  of  hours  of  services 
furnished  by  the  nonphysician 
anesthetists  may  not  exceed  2,080  hours 
annually.  In  the  final  rule,  we  indicated 
that  we  could  not  establish  the  number 
of  facilities  that  would  meet  or  exceed 
this  threshold  and,  as  a  result,  we  could 
not  quantify  the  impact  of  the  change, 
but  we  stated  our  belief  that  the  impact 
of  the  change  to  the  regulations  would 
be  expected  to  be  relatively  minor.  A 
change  to  the  effective  date  will  only 
affect  a  subset  of  those  hospitals  and 
CAHs  affected  by  the  change  to  the 
regulations  adopted  in  the  FY  2010 
IPPS/LTCH  PPS  final  rule.  For  this 
reason,  we  would  similarly  expect  the 
change  to  the  effective  date  in  this 
interim  final  rule  with  comment  period 
to  have  a  minor  impact  on  Federal 
expenditures. 

In  addition,  section  1102(b)  of  the  Act 
requires  us  to  prepare  a  regulatory 
impact  analysis  if  a  rule  may  have  a 
significant  impact  on  the  operations  of 
a  substantial  number  of  small  rural 
hospitals.  This  analysis  must  conform  to 
the  provisions  of  section  604  of  the 
RFA.  With  the  exception  of  hospitals 
located  in  certain  New  England 
counties,  for  purposes  of  section  1102(b) 
of  the  Act,  we  define  a  small  rural 
hospital  as  a  hospital  that  is  located 
outside  an  urban  area  and  has  fewer 
than  100  beds.  Section  601(g)  of  the 
Social  Security  Amendments  of  1983 
(Pub.  L.  98-21)  designated  hospitals  in 
certain  New  England  counties  as 
belonging  to  the  adjacent  urban  areas. 
Thus,  we  continue  to  classify  these 
hospitals  as  urban  hospitals.  As  this 
provision  will  only  affect  hospitals  and 
CAHs  that  are  geographically  located  in 
an  urban  area,  but  have  reclassified  as 
rural  under  section  1886(d)(8)(E)  of  the 
Act  and  §  412.103  of  the  regulations,  the 
change  may  allow  some  reclassified 
small  rural  hospitals  and  CAHs  to 
receive  CRNA  pass-through  payments 
up  to  1  year  earlier  than  under  the 
regulations  with  the  prior  effective  date. 

Section  202  of  the  Unfunded 
Mandates  Reform  Act  of  1995  (UMRA) 
also  requires  that  agencies  assess 
anticipated  costs  and  benefits  before 
issuing  any  rule  whose  mandates 
require  spending  in  any  1  year  of  $100 
million  in  1995  dollars,  updated 
annually  for  inflation,  by  State,  local,  or 
tribal  governments  in  the  aggregate,  or 
by  the  private  sector.  That  threshold 
level  is  currently  approximately  $135 
million.  This  interim  final  rule  with 


comment  period  will  not  mandate  any 
requirements  for  State,  local,  or  tribal 
governments,  nor  will  it  affect  private 
sector  costs. 

Executive  Order  13132  establishes 
certain  requirements  that  an  agency 
must  meet  when  it  promulgates  a 
proposed  rule  (and  subsequent  final 
rule)  that  imposes  substantial  direct 
costs  on  State  and  local  governments, 
preempts  State  law,  or  otherwise  has 
Federalism  implications.  Because  this 
regulation  does  not  impose  any  costs  on 
State  or  local  governments,  the 
requirements  of  Executive  Order  13132 
are  not  applicable. 

In  accordance  with  the  provisions  of 
Executive  Order  12866,  the  Office  of 
Management  and  Budget  reviewed  this 
interim  final  rule  with  comment  period. 

List  of  Subjects 

42  CFR  Part  410 

Health  facilities.  Health  professions. 
Laboratories,  Medicare,  Rural  areas. 
X-rays. 

42  CFR  Part  411 

Kidney  diseases.  Medicare,  Physician 
referral.  Reporting  and  recordkeeping 
requirements. 

42  CFR  Part  412 

Administrative  practice  and 
procedure.  Health  facilities.  Medicare, 
Puerto  Rico,  Reporting  and 
recordkeeping  requirements. 

42  CFR  Part  413 

Health  facilities.  Kidney  diseases. 
Medicare,  Puerto  Rico,  Reporting  and 
recordkeeping  requirements. 

42  CFR  Part  416 

Health  facilities.  Health  professions. 
Medicare,  Reporting  and  recordkeeping 
requirements. 

42  CFR  Part  419 

Hospitals!  Medicare,  Reporting  and 
recordkeeping  requirements. 

42  CFR  Part  489 

Health  facilities.  Medicare,  Reporting 
and  recordkeeping  requirements. 

■  For  reasons  stated  in  the  preamble  of 
this  document,  the  Centers  for  Medicare 
&  Medicaid  Services  is  amending  42 
CFR  Chapter  IV  as  set  forth  below: 

PART  410— SUPPLEMENTARY 
MEDICAL  INSURANCE  (SMI) 
BENEFITS 

■  1.  The  authority  citation  for  part  410 
continues  to  read  as  follows: 

Authority:  Secs.  1102  and  1871  of  the 
Social  Security  Act  (42  U.S.C.  1302  and 
1395hh). 
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■  2.  Section  410.2  is  amended  by — 

■  a.  Under  the  definitions  of 
“Community  mental  health  center 
(CMHC)”,  removing  the  word  “and”  at 
the  end  of  paragraph  (4);  removing  the 
period  at  the  end  of  paragraph  (5)  and 
adding  in  its  place  and”;  and  adding 
a  new  paragraph  (6). 

■  b.  Revising  the  definition  of  “Partial 
hospitalization  services”. 

The  revisions  and  additions  read  as 
follows: 

§410.2  Definilions. 

***** 

Community  mental  health  center 
(CMHC)  means  an  entity  that— 
***** 

(6)  Provides  at  least  40  percent  of  its 
services  to  individuals  who  are  not 
eligible  for  benefits  under  title  XVIII  of 
the  Social  Security  Act. 
***** 

Partial  hospitalization  services  means 
a  distinct  and  .organized  intensive 
ambulatory  treatment  program  that 
offers  less  than  24-hour  daily  care  other 
than  in  an  individual’s  home  or  in  an 
inpatient  or  residential  setting  and 
furnishes  the  services  as  described  in 
§410.43. 

***** 

■  3.  Section  410.27  is  amended  by — 

■  a.  Removing  the  word  “and”  at  the  end 
of  paragraph  (a)(l)(iii). 

•  ■  b.  Revising  paragraph  (a)(l)(iv). 

■  c.  Adding  a  new  paragraph  {a)(l)(v). 

■  d.  Adding  paragraph Ta)(2). 

■  e.  Revising  paragraphs  (e)  and  (f). 

■  f.  Deleting  paragraph  (g). 

The  addition  and  revisions  read  as 
follows: 

§410.27  Outpatient  hospital  or  CAH 
services  and  supplies  incident  to  a 
physician  or  nonphysician  practitioner 
service:  Conditions. 

(a)  *  *  * 

(1)  *  *  * 

(iv)  Under  the  direct  supervision  of  a 
physician  or  a  nonphysician 
practitioner  as  specified  in  paragraph  (f) 
of  this  section.  Nonphysician 
practitioners  may  directly  supervise 
services  that  they  may  personally 
furnish  in  accordance  with  State  law 
and  all  additional  requirements, 
including  those  specified  in  §§  410.71, 
410.73,  410.74,  410.75,  410.76,  and 
410.77.  For’ services  furnished  in  the 
hospital  or  CAH,  or  in  an  outpatient 
department  of  the  hospital  or  CAH,  both 
on  and  off-campus,  as  defined  in 
§413.65  of  this  subchapter,  “direct 
supervision”  means  that  the  physician 
or  nonphysician  practitioner  must  be 
immediately  available  to  furnish 
assistance  and  direction  throughout  the 
performance  of  the  procedure.  It  does 


not  mean  that  the  physician  or 
nonphysician  practitioner  must  be 
present  in  the  room  when  the  procedure 
is  performed.  For  pulmonary 
rehahilitation,  cardiac  rehabilitation, 
and  intensive  cardiac  rehabilitation 
services,  direct  supervision  must  be 
furnished  by  a  doctor  of  medicine  or 
osteopathy,  as  specified  in  §§410.47 
and  410.49,  respectively;  and 

(v)  As  nonsurgical  extended  duration 
therapeutic  services. 

(A)  Nonsurgical  extended  duration 
therapeutic  services  (extended  duration 
services)  are  hospital  outpatient 
therapeutic  services  that  can  last  a 
significant  period  of  time,  have  a 
substantial  monitoring  component  that 
is  typically  performed  by  auxiliary 
personnel,  have  a  low  risk  of  requiring 
the  physician’s  or  appropriate 
nonphysician  practitioner’s  immediate 
availability  after  the  initiation  of  the 
service,  and  are  not  primarily  surgical  in 
nature.  For  these  services.  Medicare 
requires  a  minimum  of  direct 
supervision  during  the  initiation  of  the 
service  which  may  be  followed  by 
general  supervision  at  the  discretion  of 
the  supervising  physician  or  the 
appropriate  nonphysician  practitioner. 
For  these  services,  “direct  supervision” 
means  the  definition  specified  in 
paragraph  (aKl)(iv)  of  this  section. 
“General  supervision”  means  the 
definition  specified  at  §410.32(b)(3)(i). 

(B)  “Initiation”  means  the  beginning 
portion  of  the  non-surgical  extended 
duration  therapeutic  service  which  ends 
when  the  patient  is  stable  and  the 
supervising  physician  or  the  appropriate 
nonphysician  practitioner  believes  the 
remainder  of  the  service  can  be 
delivered  safely  under  general 
supervision. 

[2)  In  the  case  of  partial 
hospitalization  services,  also  meet  the  > 
conditions  of  paragraph  (d)  of  this 
section. 

***** 

(e)  Services  furnished  by  an  entity 
other  than  the  hospital  or  CAH  are 
subject  to  the  limitations  specified  in 
§  410.42(a). 

(f)  For  purposes  of  this  section, 
“nonphysician  practitioner’  ”  means  a 
clinical  psychologist,  licensed  clinical 
social  worker,  physician  assistant,  nurse 
practitioner,  clinical  nurse  specialist,  or 
certified  nurse-midwife. 

■  4.  Section  410.28  is  amended  by 
revising  paragraph  (e)  to  read  as  follows: 

§  41 0.28  Hospital  or  CAH  diagnostic 
services  furnished  to  outpatients: 
Conditions. 

***** 

(e)  Medicare  Part  B  makes  payment 
under  section  1833(t)  of  the  Act  for 


diagnostic  services  furnished  by  or 
under  arrangements  made  by  the 
participating  hospital  only  when  the 
diagnostic  services  are  furnished  under 
the  appropriate  level  of  physician 
supervision  specified  by  CMS  in 
accordance  with  the  definitions  in  this 
paragraph  and  in  §410.32(b){3)(i), 
(b)(3)(ii),  and  {b)(3)(iii).  Under  general 
supervision  at  a  facility  accorded 
provider-based  status,  the  training  of  the 
nonphysician  personnel  who  actually 
perform  the  diagnostic  procedure  and 
the  maintenance  of  the  necessarv 
equipment  and  supplies  are  the 
continuing  responsibility  of  the  facility. 
In  addition — 

(1)  For  services  furnished  directly  or  ' 
under  arrangement  in  the  hospital  or  in 
an  on-campus  or  off-campus  outpatient 
department  of  the  hospital,  as  defined  in 
§  413.65  of  this  subchapter,  “direct 
supervision”  means  that  the  physician 
must  be  immediately  available  to 
furnish  assistance  and  direction 
throughout  the  performance  of  the 
procedure.  It  does  not  mean  that  the 
physician  must  be  present  in  the  room 
where  the  procedure  is  performed. 

(2)  For  services  furnished  under 
arrangement  in  nonhospital  locations, 
“direct  supervision”  means  the 
definition  specified  in  §410.32(b)(3)(ii). 
***** 

■  5.  Section  410.152  is  amended  by 
revising  paragraph  (i)(2)  to  read  as 
follows: 

§410.152  Amounts  of  payment. 

***** 

(1)  *  *  * 

(2)  For  ASC  services  furnished  on  or 
after  January  1,  2008,  in  connection 
with  the  covered  surgical  procedures 
specified  in  §416.166  of  this 
subchapter,  except  as  provided  in 
paragraphs  (i)(2)(i).  (i)(2)(ii),  and  (1)  of 
this  section.  Medicare  Part  B  pays  the 
lesser  of  80  percent  of  the  actual-charge 
or  80  percent  of  the  prospective 
payment  amount,  geographically  * 
adjusted,  if  applicable,  as  determined 
under  Subpart  F  of  Part  416  of  this 
subchapter.  Part  B  coinsurance  is  20 
petcent  of  the  actual  charge  or  20 
percent  of  the  prospective  payment 
amount,  geographically  adjusted,  if 
applicable 

(i)  If  the  limitation  described  in 
§  416.167(b)(3)  of  this  subchapter 
applies.  Medicare  pays  80  percent  of  the 
amount  determined  under  Subpart  B  of 
Part  414  of  this  subchapter  and  Part  B 
coinsurance  is  20  percent  of  the 
applicable  payment  amount,  except  as 
provided  in  paragraph  (1)  of  this  section. 

(ii)  Between  January  1,  2008  and 
December  31,  2010,  Medicare  Part  B 


Federal  Register/ Vol.  75,  No.  226/ Wednesday,  November  24,  2010 /Rules  and  Regulations  72261 


hospitals  with  the  capability  to  treat  the 
needs  of  the  patient  that  the  hospital  is 
unable  to  address.  For  purposes  of  this 
paragraph,  the  hospital  inpatient  stay  or 
outpatient  visit  begins  with  the 
provision  of  a  package  of  information 
regarding  scheduled  preadmission 
testing  and  registration  for  a  planned 
hospital  admission  for  inpatient  care  or 
an  outpatient  service. 

(6)  Prohibition  on  conversion  from  an 
ambulatory  surgery  center.  The  hospital 
must  not  have  been  converted  from  an 
ambulatory  surgical  center  to  a  hospital 
on  or  after  March  '23,  2010. 

PART  412— PROSPECTIVE  PAYMENT 
SYSTEMS  FOR  INPATIENT  HOSPITAL 
SERVICES 

■  9.  The  authority  citation  for  part  412 
continues  to  read  as  follows: 

Authority:  Secs.  1102  and  1871  of  the 
Social  Security  Act  (42  U.S.C.  1302  and 
1395hh),  and  sec.  124  of  Pub.  L.  106-113 
(113  Stat.  1-501A-332). 

■  10.  Section  412.105  is  amended  by — 

■  a.  Revising  paragraph  (f)(l)(ii). 

■  b.  Revising  paragraph  {f)(l)(iii)(C). 

■  c.  Adding  a  new  paragraph 
(f)(l)(iii)(D).. 

■  d.  Revising  paragraph  (f)(lKiv)(B). 

■  e.  Revising  paragraph  (f)(l)(iv)(C). 

■  f.  Revising  paragrapb  (f)(l)(ix). 

The  revisions  and  addition  read  as 

follows: 

§412.105  Special  treatment:  Hospitals  that 
incur  indirect  costs  for  graduate  medical 
education  programs. 

***** 

(f)  *  *  * 

(D*  *  * 

(ii)  In  order  to  be  counted,  the 
resident  must  be  assigned  to  one  of  the 
following  areas: 

(A)  The  portion  of  the  hospital  subject 
to  the  hospital  inpatient  prospective 
payment  system. 

(B)  The  outpatient  department  of  a 
hospital  that  meets  provider-based 
status  as  defined  at  §  413.65(a)(2)  of  this 
subchapter. 

(C)  The  portions  of  a  hospital  located 
in  Puerto  Rico  that  are  subject  to  the 
hospital  inpatient  prospective  payment 
system,  including  off-campus  outpatient 
departments  that  meet  provider-based 
status  as  defined  at  §  413.65(a)(2)  of  this 
subchapter'. 

(D)  The  portions  of  a  hospital  that  are,, 
reimbursed  under  a  reimbursement 
system  authorized  under  section 
1814(b)(3)  of  the  Act. 

(E)  Effective  for  discharges  occurring 

■  on  or  after  October  1, 1997,  the  time 
spent  by  a  resident  in  a  nonprovider 
setting  in  patient  care  activities,  as 
defined  in  §  413.75(b)  of  this 


subchapter,  under  an  approved  medical 
residency  training  program  is  counted 
towards  the  determination  of  full-time 
equivalency  if  the  criteria  set  forth  in 
§  413.78(c),  (d),  (e),  (f),  or  (g)  of  this 
subchapter,  as  applicable,  are  met. 

(iii)  *  *  * 

(C)  Effective  for  cost  reporting  periods 
beginning  on  or  after  January  1,  1983, 
except  for  research  activities  described 
in  paragraph  (f)(1)(iii)(B)  of  this  section, 
the  time  a  resident  is  training  in  an 
approved  medical  residency  program  in 
a  hospital  setting,  as  described  in 
paragraphs  (f)(l)(ii)(A)  through 
{f)(l)(ii)(D)  of  this  section,  must  be  spent 
in  either  patient  care  activities,  as 
defined  in  §  413.75(b)  of  this 
subchapter,  or  in  nonpatient  care 
activities,  such  as  didactic  conferences 
and  seminars,  to  be  counted.  This 
provision  may  not  be  applied  in  a 
manner  that  would  require  the 
reopening  of  settled  cost  repofis,  except 
those  cost  reports  on  which,  as  of  March 
23,  2010,  there  is  a  jurisdictionally 
proper  appeal  pending  on  direct  GME  or 
IME  payments. 

(D)  Effective  for  cost  reporting  periods 
beginning  on  or  after  January  1,  1983, 
the  time  spent  by  a  resident  in  an 
approved  medical  residency  program  on 
vacation,  sick  leave,  or  other  approved 
leave  that  does  not  prolong  the  total 
time  the  resident  is  participating  in  the 
approved  program  beyond  the  normal 
duration  of  the  program  is  countable. 
This  provision  may  not  be  applied  in  a 
manner  that  would  require  the 
reopening  of  settled  cost  reports,  except 
those  cost  reports  on  which,  as  of  March 
23,  2010,  there  is  a  jurisdictionally 
proper  appeal  pending  on  direct  GME  or 
IME  payments. 

(iv)  *  *  * 

(B)(1)  Effective  for  portions  of  cost 
reporting  periods  beginning  on  or  after 
July  1,  2005,  a  hospital’s  otherwise 
applicable  FTE  resident  cap  may  be 
reduced  if  its  reference  resident  level,  as 
determined  under  §413.79(c)(l)(ii)(x^)  of 
this  subchapter,  is  less  than  its 
otherwise  applicable  FTE  resident  cap 
in  a  reference  cost  reporting  period,  in 
accordance  with  the  provisions  of 
§  413.79(c)(3)  of  this  subchapter.  The 
reduction  is  75  percent  of  the  difference 
between  the  otherwise  applicable  1  TE 
resident  cap  and  the  reference  resident 
level. 

(2)  Effective  for  portions  of  cost 
reporting  periods  beginning  on  or  after 
July  1,  2011,  a  hospital’s  otherwise 
applicable  FTE  resident  cap  may  be 
reduced  if  its  reference  resident  level,  as 
determined  under  §413.79(c)(l)(ii)(B)  of 
this  subchapter,  is  less  than  its 
otherwise  applicable  FTE  resident  cap 
in  a  reference  cost  reporting  period,  in 


accordance  with  the  provisions  of 
§  413.79(m)  of  this  subchapter.  The 
reduction  shall  take  into  account  the 
hospital’s  FTE  resident  cap  as  reduced 
under  paragraph  (f)(l)(iv)(B)(l).  The 
reduction  is  65  percent  of  the  difference 
between  the  otherwise  applicable  FTE 
resident  cap  and  the  reference  resident 
level.  ' 

(G)(1)  Effective  for  portions  of  cost 
reporting  periods  beginning  on  or  after 
July  1,  2005,  a  hospital  may  qualify  to 
receive  an  increase  in  its  otherwise 
applicable  FTE  resident  cap  (up  to  25 
additional  FTEs)  if  the  criteria  specified 
in  §  413.79(c)(4)  of  this  subchapter  are 
met. 

(2)  Effective  for  portions  of  cost 
reporting  periods  beginning  on  or  after 
July  1,  2011,  a  hospital  may  qualify  to 
receive  an  increase  in  its  otherwise 
applicable  FTE  resident  cap  (up  to  75 
additional  FTEs)  if  the  criteria  specified 
in  §  413.79(n)  of  this  subchapter  are 
met. 

***** 

(ix)(A)  A  hospital  may  receive  a 
temporary  adjustment  to  its  FTE 
resident  cap  to  reflect  residents  added 
because  of  another  hospital’s  closure  if 
the  hospital  meets  the  criteria  specified 
in  §§  413.79(h)(1)  and  (h)(2)  of  this 
subchapter.  If  a  hospital  that  closes  its 
residency  training  program  agrees  to 
temporarily  reduce  its  FTE  resident  cap 
according  to  the  criteria  specified  in 
§§  413.79(h)(1)  and  (h)(3){ii)  of  this 
subchapter,  another  hospital(s)  may 
receive  a  temporary  adjustment  to  its 
FTE  resident  cap  to  reflect  residents 
added  because  of  the  closure  of  the 
residency  training  program  if  the  criteria 
specified  in  §§  413.79(h)(1)  and  (h)(3)(i) 
of  this  subchapter  are  met. 

(B)  A  hospital  may  receive  a 
permanent  adjustment  to  its  FTE 
resident  cap  as  a- result  of  slots  that  were 
redistributed  from  a  closed  hospital,  as 
defined  at  §413.79(h)(l)(i)  of  this 
subchapter,  if  the  hospital  meets  the 
requirements  at  §413.79(o)  of  this 
subchapter. 

***** 

■  11.  Section  412.113  is  amended  by 
revising  paragraph  (c)(2)(i)(A)  to  read  as 
follows: 

§  41 2.1 1 3  Other  payments. 

***** 

(c)  *  *  * 

(2)(i)*  *  * 

(A)  The  hospital  or  GAH  is  located  in 
a  rural  area  as  defined  in  §  412.62(f)  and 
is  not  deemed  to  be  located  in  an  urban 
area  under  the  provisions  of 
§  412.64(b)(3).  Effective  December  2, 
2010,  the  hospital  or  GAH  is  either 
located  in  a  rural  area  as  defined  at 
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§  412.62(f)  and  is  not  deemed  to  be 
located  in  an  urban  area  under  the 
provisions  of  §  412.64(b)(3)  or  the 
hospital  or  CAH  has  reclassified  as  rural 
under  the  provisions  at  §412.103. 

ic  it  ic  ic  it 

PART  413— PRINCIPLES  OF 
REASONABLE  COST 
REIMBURSEMENT;  PAYMENT  FOR 
END-STAGE  RENAL  DISEASE 
SERVICES;  OPTIONAL 
PROSPECTIVELY  DETERMINED 
PAYMENT  RATES  FOR  SKILLED 
NURSING  FACILITIES 

■  12.  The  authority  citation  for  part  413 
continues  to  read  as  follows: 

Authoritv:  Secs.  1102,  1812(d),  1814(b). 
1815,  1833'(a),  (i),  and  (n),  1861(v),  1871, 

1881, 1883,  and  1886  of  the  Social  Security 
Act  (42  U.S'.C.  1302,  1395d(d),  1395f(b), 
1395g.  13951(a),  (i),  and  (n),  1395x(v), 

1395hh,  1395rr.  1395tt,  and  1395ww):  and 
sec.  124  of  Pub.  L.  106-133  (113  Stat.  1501A- 
332). 

■  13.  Section  413.75  is  amended  by — 

■  a.  Revising  paragraph  (2)  of  the 
definition  of  “All  or  substantially  all  of 
the  costs  for  the  training  program  in  the 
nonhospital  setting”. 

■  b.  Adding  a  definition  of 
“Nonprovider  setting  that  is  primarily 
engaged  in  furnishing  patient  care”. 

The  revision  and  addition  read  as 
follows: 

§413.75  Direct  GME  payments:  General 
requirements. 

***** 

(b)  *  *  * 

AU  or  substantially  all  of  the  costs  for 
the  training  program  in  the  nonhospital 
setting  means — 

***** 

(2)  Effective  for  cost  reporting  periods 
beginning  on  or  after  July  1,  2007  and 
before  July  1.  2010.  at  least  90  percent 
of  the  total  of  the  costs  of  the  residents’ 
salaries  and  fringe  benefits  (including 
travel  and  lodging  where  applicable) 
and  the  portion  of  the  cost  of  teaching 
physicians’  salaries  attributable  to 
nonpatient  care  direct  GME  activities. 
***** 

Nonprovider  setting  that  is  primarily 
engaged  in  furnishing  patient  care 
means  a  nonprovider  setting  in  which 
the  primary  activity  is  the  care  and 
treatment  of  patients. 
***** 

■  14.  Section  413.78  is  amended  by — 

■  a.  Revising  the  introductory  text  of 
paragraph  (f). 

■  b.  Revising  paragraph  (f)(1). 

■  c.  Adding  a  new  paragraph  (g). 

■  d.  Adding  a  new  paragraph  (h). 

The  revisions  and  additions  read  as 

follow?: 


§413.78  Direct  GME  payments: 
Determination  of  the  total  number  of  FTE 
residents. 

***** 

(f)  For  cost  reporting  periods 
beginning  on  or  after  July  1,  2007,  and 
before  July  1,  2010,  the  time  residents 
spend  in  nonprovider  settings  such  as 
freestanding  clinics,  nursing  homes,  and 
physicians’  offices  in  connection  with 
approved  programs  may  be  included  in 
determining  the  number  of  FTE 
residents  in  the  calculation  of  a 
hospital’s  resident  count  if  the  following 
conditions  are  met — 

(1)  The  resident  spends  his  or  her 
time  in  patient  care  activities  as  defined 
at  §  413.75(h),  except  that  for  cost 
reporting  periods  beginning  on  or  after 
July  1,  2009,  the  time  spent  training  in 
nonpatient  care  activities,  such  as 
didactic  conferences  and  seminars,  but 
excluding  research  not  associated  wdth 
the  treatment  or  diagnosis  of  a  particular 
patient,  in  a  nonprovider  setting  that  is 
primarily  engaged  in  furnishing  patient 
care  activities,  as  defined  at  §  413.75(b), 
also  may  be  counted. 
***** 

(g)  For  cost  reporting  periods 
beginning  on  or  after  July  1,  2010,  the 
time  residents  spend  in  nonprovider 
settings  such  as  freestanding  clinics, 
nursing  homes,  and  physicians’  offices 
in  connection  with  approved  programs 
may  be  included  in  determining  the 
number  of  FTE  residents  in  the 
calculation  of  a  hospital’s  resident  count 
if  the  following  conditions  are  met — 

(1)  The  resident  spends  his  or  her 
time — 

(1)  In  patient  care  activities  as  defined 
at  §413. 75(b);  or 

(ii)  In  nonpatient  care  activities,  such 
as  didactic  conferences  and  seminars, 
but  excluding  research  not  associated 
with  the  treatment  or  diagnosis  of  a 
particular  patient,  in  a  nonprovider 
setting  that  is  primarily  engaged  in 
furnishing  patient  care  activities,  as 
defined  at  §  413.75(b). 

(2)  The  hospital  or  hospitals  must 
incur  the  costs  of  the  salaries  and  fringe 
benefits  of  the  resident  during  the  time 
the  resident  spends  in  the  nonprovider 
setting.  If  more  than  one  hospital  incurs 
these  costs,  either  directly  or  through  a 
third  party,  the  hospitals  must  count  a 
proportional  share  of  the  time  that 
residents  train  at  the  nonhospital 
setting(s)  asxecorded-in  a  writteh 
agreement  between  the  hospitals. 

(i)  Hospitals  must  have  a  reasonable 
basis  for  establishing  that  proportion  of 
the  cost  and  the  FTE  time  that  each  will 
incur  and  count. 

(ii)  If  hospitals  already  arrange 
payment  to  the  nonhospital  site  via  a 
written  agreement  as  described  in 


paragraph  (g)(3)(ii)  of  this  section,  the 
proportion  may  be  recorded  in  that 
agreement. 

(iii)  If  hospitals  choose  to  pay  the 
nonhospital  site  concurrently  as 
described  in  paragraph  (g)(3)(i)  of  this 
section,  the  hospitals  must  record  the 
proportion  of  cost  and  FTE  time  they  are 
incurring  and  counting  in  a  written 
agreement  between  the  hospitals. 

(3)  The  hospital  or  hospitals  must 
comply  with  one  of  the  following; 

(i)  The  hospital  or  hospitals  must 
incur  the  costs  of  the  salaries  and  fringe 
benefits  of  the  resident  during  the  time 
the  resident  spends  in  the  nonprovider 
setting  by  the  end  of  the  third  month 
following  the  month  in  which  the 
training  in  the  nonhospital  site 
occurred. 

(ii)  There  is  a  written  agreement 
between  the  hospital  or  hos.pitals  and 
the  outside  entity  that  states  that  the 
residents’  salaries  and  fringe  benefits 
(including  travel  and  lodging  where 
applicable)  during  the  time  the  resident 
spends  in  the  nonhospital  setting  is  to 
be  paid  by  the  hospital(s).  Hospitals 
may  modify  the  amounts  specified  in 
the  written  agreement  by  the  end  of  the 
academic  year  (that  is,  June  30)  to  reflect 
that  the  cosfs  of  the  training  program  in 
the  nonhospital  site  have  been  incurred. 

(4)  The  hospital  is  subject  to  the 
principles  of  community  support  and  • 
redistribution  of  costs  as  specified  in 
§413.81. 

(5)  For  cost  reporting  periods 
beginning  on  or  after  July  1.  2010,  a 
hospital  must  maintain  and  make 
available  records  of  the  FTE  count 
determined  for  direct  GME  purposes 
under  this  section  that  its  residents 
spend  in  nonprovider  sites,  in  order  to 
compare  that  time  to  the  time  spent  by 
its  residents  in  nonprovider  sites  in  the 
base  year  of  cost  reporting  periods 
beginning  on  or  after  July  1,  2009,  and 
before  June  30,  2010.  The  hgspital  must 
supply  the  CMS  contractor  with  the  data 
for  each  of  its  primary  care  programs  on 
a  program-specific  basis,  and  with  data 
for  its  nonprimary  care  programs  on  an 
overall  basis. 

(6)  The  provisions  of  paragraphs 
(g)(l)(ii),  (g)(2),  (g)(3),  and  (g)(5)  of  this 
section  cannot  be  applied  in  a  manner 
that  would  require  the  reopening  of 
settled  cost  reports,  except  those  cost 
reports  on  which  there  is  a 
jurisdictionally  proper  appeal  pending 
on  direct  GME  or  IME  payments  as  of 
March  23,  2010. 

(h)  Effective  for  cost  reporting  periods 
beginning  on  or  after  January  1,  1983, 
the  time  spent  by  a  resident  in  an 
approved  medical  residency  program  on 
vacation,  sick  leave,  or  other  approved 
leave  that  does  not  prolong  the  total 
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time  the  resident  is  participating  in  the 
approved  program  beyond  the  normal 
duration  of  the  program  is  countable. 

This  provision  cannot  be  applied  in  a 
manner  that  would  require  the 
reopening  of  settled  cost  reports,  except 
those  cost  reports  on  which  there  is  a 
jurisdictionally  proper  appeal  pending 
on  direct  GME  or  IME  payments  as  of 
March  23,  2010. 

■  15.  Section  413.79  is  amended  by — 

■  a.  Revising  paragraph  (c)(l)(ii). 

■  b.  Revising  the  introductory  text  of 
paragraph  (c)(2). 

■  c.  Revising  paragraph  (c)(2)(iv). 

■  d.  Revising  the  heading  of  paragraph 
(c)(3). 

■  e.  Revising  the  heading  of  paragraph 
(c)(4). 

■  f.  Revising  the  heading  of  paragraph 
(0(5). 

■  g.  Revising  paragraph  (d)(6). 

■  i.  Adding  a  new  paragraph  (m). 

■  j.  Adding  a  new  paragraph  (n). 

■  k.  Adding  a  new  paragraph  (o). 

The  revisions  and  additions  read  a£ 
follows: 

§413.79  Direct  GME  payments: 
Determination  of  the  weighted  number  of 
FTE  residents. 

***** 

(c)  *  *  * 

(1)  *  *  * 

(ii)(A)  For  purposes  of  paragraph 
(c)(3)  of  this  section,  reference  resident 
level  refers  to  a  hospital’s  resident  level 
in  the  applicable  reference  period 
specified  under  paragraph  (c)(3)  of  this 
section. 

(B)  For  purposes  of  paragraph  (m)  of 
this  section,  reference  resident  level 
means  with  respect  to  a  hospital,  the 
highest  resident  level  for  any  of  the 
three  most  recent  cost  reporting  periods 
ending  before  March  23,  2010,  for  which 
a  cost  report  has  been  either  settled  or 
submitted  (subject  to  audit)  to  the 
Medicare  contractor  by  March  23,  2010. 
***** 

(2)  Determination  of  ttw  FTE  resident 
cap.  Subject  to  the  provisions  of 
paragraphs  (c)(3)  through  (c)(6)  and  (m) 
through  (o)  of  this  section  and  §413.81, 
for  purposes  of  determining  direct  GME 
payment — 

***** 

(iv)  Hospitals  that  are  part  of  the  same 
Medicare  GME  affiliated  group  or  the 
same  emergency  Medicare  GME 
affiliated  group  (as  described  under 
§41 3.75(b))  may  elect  to  apply  the  limit 
on  an  aggregate  basis  as  described  under 
paragraph  (f)  of  this  section. 
***** 

(3)  Determination  of  the  reduction  to 
the  FTE  resident  cap  due  to  unused  FTE 
resident  slots  under  section  422  of 
Public  Law  108-173.  *  *  * 


(4)  Determination  of  an  increase  in 
the  otherwise  applicable  resident  cap 
under  section  422  of  Public  Law  108- 
173.  *  *  * 

(5)  Special  rules  for  hospitals  that 
participate  in  demonstration  projects  or 
voluntary  resident  reduction  plans  for 
purposes  of  section  422  of  Public  Imw 
108-173.  *  *  * 

(d)  *  *  * 

(6) (i)  Subject  to  the  provisions  of 
paragraph  (h)  of  this  section,  FTE 
residents  who  are  displaced  by  the 
closure  of  either  another  hospital  or 
another  hospital’s  program  are  added  to 
the  FTE  count  after  applying  the 
averaging  rules  in  this  paragraph  (d),  for 
the  receiving  hospital  for  the  duration  of 
the  time  that  the  displaced  residents  are 
training  at  the  receiving  hospital. 

(ii)  If  a  hospital  receives  a  permanent 
increase  in  its  FTE  resident  cap  under 
paragraph  (o)(l)  of  this  section  due  to 
redistribution  of  slots  from  p  closed 
hospital,  the  displaced  FTE  residents 
that  the  hospital  receives  are  added  to 
the  FTE  count  after  applying  the 
averaging  rules  only  in  the  first  cost 
reporting  period  in  which  the  receiving 
hospital  trains  the  displaced  FTE 
residents.  In  subsequent  cost  reporting 
periods,  the  displaced  FTE  residents  are 
included  in  the  receiving  hospital’s 
rolling  average  calculation. 
***** 

(m)  Determination  of  the  reduction  to 
the  FTE  resident  cap  due  to  unused  FTE 
resident  slots  under  section  5503  of 
Public  Law  1 1 1-148.  If  a  hospital’s 
reference  resident  level,  as  defined 
under  paragraph  (c)(l)(ii)(B)  of  this 
section  is  less  than  its  otherwise 
applicable  FTE  resident  cap  as 
determined  under  paragraph  (c)(2)  of 
this  section  or  paragraph  (e)  of  this 
section  in  the  reference  cost  reporting 
period  (as  described  under  paragraph 
(m)(6)  of  this  section),  for  portions  of 
cost  reporting  periods  beginning  on  or 
after  July  1,  2011,  the  hospital’s 
otherwise  applicable  FTE  resident  cap  is 
reduced  by  65  percent  of  the  difference 
between  the  otherwise  applicable  FTE 
resident  cap  and  the  reference  resident 
level.  The  reduction  shall  take  into 
account  the  hospital’s  FTE  resident  cap 
as  reduced  under  paragraph  (c)(3)  of  this 
section.  Under  this  provision — 

(l)  Exemption  for  certain  rural 
hospitals.  A  rural  hospital,  as  defined  at 
.subpart  D  of  Part  412  of  this  subchapter, 
with  fewer  than  250  beds  (as 
determined  at  §  412.105(b))  in  its  most 
recent  cost  reporting  period  ending  on 
or  before  March  23,  2010,  for  \vhich  a 
cost  report  has  been  either  settled  or 
.submitted  (subject  to  audit)  to  the 
Medicare  contractor  by  March  23,  2010, 


is  exempt  from  any  reduction  to  its 
otherwise  applicable  FTE  resident  cap 
under  paragraph  (m)  of  this  section. 

(2)  Exemption  for  certain  hospitals 
that  participate  in  demonstration 
projects  or  voluntary  residency 
reduction  plans.  A  hospital  that  was 
participating  in  a  demonstration  project 
under  section  402  of  Public  Law  90-248 
or  the  voluntary  reduction  plan  under 
§413.88,  is  exempt  from  any  reduction 
to  its  otherwise  applicable  FTE  resident 
cap  under  paragraph  (m)  of  this  section 
if,  by  January  21,  2011  ..it  .submits  a  plan 
to  GMS  for  filling  all  of  its  unused  FTE 
resident  slots  by  not  later  than  March 
23,  2012. 

(3)  Exemption  for  a  hospital  described 
at  section  1886(h)(4)(H)lv)  of  the  Act.  A 
hospital  described  at  section 
1886(h)(4)(H)(v)  of  the  Act,  is  exempt 
from  any  reduction  to  its  otherwise 
applicable  FTE  resident  cap  under 
paragraph  (m)  of  this  section. 

(4)  Exemptions  for  certain  other 
hospitals.  A  hospital  training  at  or  above 
its  otherwise  applicable  FTE  resident 
cap  as  determined  under  paragraph 
(c)(2)  of  this  section  for  all  three  most 
recent  cost  reporting  periods  ending 
prior  to  March  23,  2010,  for  which  a 
cost  report  has  been  either  settled  or 
submitted  (subject  to  audit)  to  the 
Medicare  contractor  by  March  23,  2010, 
is  exempt  from  any  reduction  to  its 
otherwise  applicable  FTE  resident  cap 
under  paragraph  (m)  of  this  section. 

(5)  New  teaching  hospital.  A  new 
teaching  hospital  that  does  not  have  an 
otherwise  applicable  FTE  resident  cap 
as  determined  under  paragraph  (e)(1)  of 
this  section  for  all  three  most  recent  cost 
reporting  periods  ending  prior  to  March 
23,  2010,  for  which  a  cost  report  has 
been  either  settled  or  submitted  (subject 
to  audit)  to  the  Medicare  contractor  hy 
March  23,  2010,  is  exempt  from  any 
reduction  to  its  otherwise  applicable 
FTE  resident  cap  under  paragraph  (m)  of 
this  section. 

(6)  Reference  cost  reporting  period,  (i) 
To  determine  a  hospital’s  reference 
resident  level,  GMS  determines,  for  a 
hospital’s  three  most  recent  cost 
reporting  periods  ending  before  March 
23,  2010,  for  which  a  cost  report  has 
been  either  settled  or  submitted  (subject 
to  audit)  to  the  Medicare  contractor  hy 
March  23,  2010,  the  cost  reporting 
period  with  the  highest  resident  level. 

(ii)  If  the  cost  report  that  is  used  to 
determine  a  hospital’s  otherwise 
applicable  FTE  resident  cap  in  the 
reference  period  is  not  equal  to  12 
months,  the  Medicare  contractor  may 
make  appropriate  modifications  to 
apply  the  provisions  of  paragraph  (m)  of 
this  section  based  on  the  equivalent  of 
a  12-nionth  cost  reporting  period. 
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(7)  Affiliated  cap.  If  a  hospital  is  a 
member  of  a  Medicare  GME  affiliated 
group  during  its  reference  cost  reporting 
period,  and  its  reference  resident  level 
is  less  than  its  otherwise  applicable  FTE 
resident  cap  as  adjusted  by  the  terms  of 
the  Medicare  GME  affiliation  agreement, 
the  hospital’s  FTE  resident  cap  will  be 
reduced  by  65  percent  of  the  difference 
between  the  otherwise  applicable  FTE 
resident  cap  and  the  reference  resident 
level.  The  reduction  will  take  into 
account  the  hospital’s  FTE  resident  cap 
as  reduced  undec,the  provisions  of 
paragraph  {c)(3)  of  this  section. 

(n)  Determination  of  an  increase  in 
the  otherwise  applicable  resident  cap 
under  section  5503  of  Public  Law  111- 
148.  (1)  For  portions  of  cost  reporting 
periods  beginning  on  or  after  July  1, 

201 1 ,  a  hospital  may  receive  an  increase 
in  its  otherwise  applicable  FTE  resident 
cap  (as  determined  by  CMS)  of  not  more 
than  75  additional  FTEs  if  the  hospital 
meets  the  requirements  and  qualifying 
criteria  of  section  1886(h)(8)  of  the  Act 
and  implementing  instructions  issued 
by  CMS  and  if  the  hospital  submits  an 
application  to  CMS  within  the 
timeframe  specified  by  CMS. 

(2)  A  hospital  that  receives  an 
increase  in  the  otherwise  applicable 
FTE  resident -cap  under  paragraph  {n)(l) 
of  this  section  must  ensure,  during  the 
5-year  period  beginning  on  July  1,  2011 
and  ending  on  June  30,  2016,  that — 

(i)  The  number  of  FTE  primary  care 
residents,  as  defined  in  §  413.75(b). 
excluding  any  additional  positions 
under  this  paragraph,  is  not  less  than 
the  average  number  of  FTE  primary  care 
residents  (as  so  determined)  during  the 
three  most  recent  cost  reporting  periods 
ending  prior  to  March  23,  2010  (and 
submitted  to  the  Medicare  contractor  by 
March  23,  2010);  and  not  less  than  75 
percent  of  the  positions  attributable  to 
such  increase  are  in  a  primary  care  or 
general  surger\'  residency  programs. 

(ii)  CMS  may  determine  whether  a 
hospital  has  met  the  requirements  under 
paragraph  (n)(l)  of  this  section  during 
the  5-year  period  of  July  1,  2011  through 
June  30,  2016,  in  such  manner  and  at 
such  time  as  CMS  determines 
appropriate,  including  at  the  end  of 
such  5-year  period.- 

(iii)  In  a  case  where  the  Medicare 
contractor  determines  that  a  hospital 
did  not  meet  the  requirements  in  a  cost 
reporting  period  within  the  5-year  time 
period,  the  Medicare  contractor  will 
reduce  the  otherwise  applicable  FTE 
resident  cap  of  the  hospital  by  the 
amount  by  which  such  limit  was 
increased  under  paragraph  (n)(l)  of  this 
section  from  the  earliest  cost  reporting 
period  that  is  reopenable  in,  which  it 


would  be  determined  that  the  hospital 
did  not  meet  the  requirements. 

(o)  Determination  of  an  increase  in 
the  FTE  resident  cap  due  to  slots 
redistributed  from  a  closed  hospital. 

(1)  Except  in  the  case  of  the  closure  of 
the  hospital  with  Medicare  Provider 
Number  05-0578,  in  the  instange  of  a 
hospital  closure,  as  defined  at  paragraph 
(h)(l)(i)  of  this  section,  the  FTE  resident 
cap  of  the  closed  hospital  would  be 
redistributed,  and  a  hospital  that  meets 
the  requirements  and  qualifying  criteria 
of  section  1886(h)(4)(H)(vi)  of  the  Act 
and  implementing  instructions  issued 
by  CMS,  including  submission  of  a 
timely  application  to  CMS,  may  receive 
an  increase  in  its  FTE  resident  cap,  as 
determined  by  CMS. 

(2) (i)  E^xcept  in  the  case  of  the  closure 
of  the  hospital  with  Medicare  Provider 
Number  05-0578,  in  redistributing  the 
FTE  resident  cap  of  a  closed  hospital, 
consideration  shall  be  given  to  ensure 
that  there  is  no  duplication  of  FTE  slots 
between  FTE  slots  redistributed  under 
this  paragraph  and  temporary 
adjustments  to  FTE  resident  caps 
provider  under  paragraph  (h)(2)  of  this 
section. 

(ii)  The  provisions  of  this  paragraph 
(o)  will  not  be  applied  in  a  manner  that 
will  require  the  reopening  of  settled  cost 
reports,  except  where  the  provider  has 
a  jurisdictionally  proper  appeal  pending 
on  direct  GME  or  IME  payments  as  of 
March  23,  2010. 

PART  416— AMBULATORY  SURGICAL 
SERVICES 

■  16.  The  authority  citation  for  part  416 
continues  to  read  a?  follows: 

Authority:  Secs.  1102  and  1871  of  the 
Soc;ial  Security  Act  (42  U.S.C.  1302  and 
1395hh). 

■  17.  Section  416.160  is  amended  by — 

■  a.  Revising  paragraph  (a)(1). 

■  b.  Revising  paragraph  (a)(4). 

■  c.  Adding  a  new  paragraph  (a)(5). 

The  revisions  and  addition  read  as 

follows: 

§  41 6.1 60  Basis  and  scope. 

(3)  *  *  * 

(1)  Section  1833(i)(2)(D)  of  the  Act 
requires  the  Secretary  to  implement  a 
revised  payment  system  for  payment  of 
surgical  services  furnished  in  ASCs.  The 
statute  requires  that,  in  the  year  such 
system  is  implemented,  the  system  shall 
be  designed  to  result  in  the  same 
amount  of  aggregate  expenditures  for 
such  services  as  would  be  made  if  there 
was  no  requirement  for  a  revised 
payment  system.  The  revised  payment 
.system  shall  be  implemented  no  earlier 
than  January  1,  2006,  and  no  later  than 
January  1,  2008.  The  statute  also 


requires  that,  for  CY  2011  and  each 
subsequent  year,  any  annual  update  to 
the  ASC  payment  system  be  reduced  by 
a  productivity  adjustment.  There  shall 
be  no  administrative  or  judicial  review 
under  section  1869  of  the  Act,  section 
1878  of  the  Act,  or  otherwise  of  the 
classification  system,  the  relative 
weights,  payment  amounts,  and  the 
geographic  adjustment  factor,  if  any,  of 
the  revised  payment  system. 
***** 

(4)  Section  1834(d)  of  the  Act 
specifies  that,  when  screening 
colonoscopies  or  screening  flexible 
sigmoidoscopies  are  performed  in  an 
ASC  or  hospital  outpatient  department, 
payment  shall  be  based  on  the  lesser  of 
the  amount  under  the  fee  schedule  that 
would  apply  to  such  services  if  they 
were  performed  in  a  hospital  outpatient 
department  in  an  area  or  the  amount 
under  the  fee  .schedule  that  would  apply 
to  such  services  if  they  were  performed 
in  an  ambulatory  surgical  center  in  the 
sanie  area.  Section  1834(d)  of  the  Act 
also  specifies  that,  in  the  case  of 
screening  flexible  sigmoidoscopy  and 
screening  colonoscopy  services,  the  . 
payment  amounts  must  not  exceed  the 
payment  rates  established  for  the  related 
diagnostic  services. 

(5)  Section  1833(a)(1)  of  the  Act 
requires  100  percent  payment  for 
preventive  services  described  in  section 
1861(ww)(2)  of  the  Act  (excluding 
electrocardiograms)  to  which  the  United 
States  Preventive  Services  Task  Force 
(USPSTP')  has  given  a  grade  of  A  or  B 
for  any  indication  or  population. 
Section  1833(b)(1)  of  the  Act  also 
specifies  that  the  Part  B  deductible  shall 
not  apply  with  respect  to  preventive 
services  described  in  section 
1861(ww)(2)  of  the  Act  (excluding 
electrocardiograms)  to  which  the 
USPSTF  has  given  a  grade  of  A  or  B  for 
any  indication  or  population. 
***** 

■  18.  Section  416.171  is  amended  by 
adding  a  new  paragraph  (a)(2)(iii)  to 
read  as  follows: 

§416.171  Determination  of  payment  rates 
for  ASC  services. 

(a)  *  *  * 

(2)  *  *  * 

(iii)  Productivity  adjustment.  (A)  For 
calendar  year  2011  and  subsequent 
years,  the  Consumer  Price  Index  for  All 
Urban  Consumers  determined  under 
paragraph  (a)(2)(ii)  of  this  section  is 
reduced  by  the  productivity  adju.stment 
described  in  section  1886(b)(3)(B)(xi)(lI) 
of  the  Act. 

(B)  The  application  of  the  provisions 
of  paragraph  (a)(2)(iii)(A)  of  this  section 
may  result  in  the  update  being  less  than 
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§419.32  Calculation  of  prospective 
payment  rates  for  hospital  outpatient 
services. 

★  ,  *  *  *  * 

(b)  *  *  * 

(1)  *  *  * 

(iv}(A)  For  calendar  year  2003  and 
subsequent  years,  by  the  hospital 
inpatient  market  basket  percentage 
increase  applicable  under  section 
1886(b)(3)(B)(iii)  of  the  Act. 

(B)  The  percentage  increase 
determined  under  paragraph 
(bKlKiv)(A)  of  this  section  is  reduced  by 
the  following  for  the  specific  calendar 
year: 

(1)  For  calendar  year  2010,  0.25 
percentage  point;  and 

(2)  For  calendar  year  2011,  0.25 
percentage  point. 

***** 

■  23.  Section  419.43  is  amended  by 
revising  paragraph  (c)  to  read  as  follows:  . 


furnished  during  2006,  90  percent  of 
that  difference  for  services  furnished  . 
during  2007,  and  85  percent  of  that 
difference  for  services  furnished  during 
2008,  2009,  and  2010,  if  the  hospital — 
***** 

(6)  Temporary  treatment  for  sole 
community  hospitals  on  or  after  January 
1,  2010,  and  through  December  31, 

2010.  For  covered  hospital  outpatient 
services  furnished  on  or  after  January  1, 
2010  through  December  31,  2010,  for 
which  the  prospective  payment  system 
amount  is  less  than  the  pre-BBA 
amount,  the  amount  of  payment  under 
this  part  is  increased  by  85  percent  of 
that  difference  if  the  hospital  is  a  sole 
community  hospital  as  defined  in 
§  412.92  of  this  chapter  or  is  an  essential 
access  community  hospital  as  described 
under  §  412-.109  of  this  chapter. 


0.0  for  a  year,  and  may  result  in 
payment  rates  for  a  year  being  less  than 
the  payment  rates  for  the  preceding 
year. 

***** 

PART  419— PROSPECTIVE  PAYMENT 
SYSTEM  FOR  HOSPITAL  OUTPATIENT 

department  services 

■  19.  The  authority  citation  for  part  419 
continues  to  read  as  follows: 

Authority:  Secs.  1102, 1833(t),  and  1871  of 
the  Social  Security  Act  (42  IJ.S.C.  1302, 

1395(t),  and  1395hh). 

■  20.  Section  419.21  is  amended  by 
revising  paragraph  (e)  to  read  as  follows: 

§419.21  Hospital  outpatient  services 
subject  to  the  outpatient  prospective 
payment  system. 

***** 

(e)(1)  Effective  January  1,  2005 
through  December  31,  2008,  an  initial 
preventive  physical  examination,  as 
defined  in  §  410.16  of  this  chapter,  if  the 
examination  is  performed  no  later  than 
6  months  after  the  individual’s  initial 
Part  B  coverage  date  that  begins  on  or 
after  January  1,  2005. 

(2)  Effective  January  1,  2009,  an  initial 
preventive  physical  examination,  as 
defined  in  §  410.16  of  this  chapter,  if  the 
examination  is  performed  no  later  than 
12  months  after  the  date  of  the 
individual’s  initial  enrollment  in  Part  B. 

■  21.  Section  419.22  is  amended  by — 

■  a.  Revising  paragraph  (m). 

■  b.  Adding  a  new  paragraph  (t). 

The  revision  and  addition  read  as  - 
follows: 

§419.22  Hospital  outpatient  services 
excluded  from  payment  under  the  hospital 
outpatient  prospective  payment  system. 

*  *  *  *  *  • 

(m)(l)  Services  provided  on  or  before 
December  31,  2010,  for  patients  with 
ESRD  that  are  paid  under  the  ESRD 
composite  rate  and  drugs  and  supplies 
furnished  during  dialysis  but  not 
included  in  the  composite  rate. 

(2)  Renal  dialysis  services  provided 
on  or  after  January  1,  2011,  for  patients 
with  ESRD  that  are  paid  under  the  ESRD 
benefit,  as  described  in  Subpart  H  of 
Part  413  o-f  this  chapter. 
***** 

(t)  Effective  January  1,  2011,  annual 
wellness  visit  providing  personalized 
prevention  plan  services  as  defined  in 
§410.15  of  this  chapter. 

■  22.  Section  419.32  is  amended  by 
revising  paragraph  (b)(l)(iv)  to  read  as 
follows: 


§419.43  Adjustments  to  natiohpl  program 
payment  and  beneficiary  copayment 
amounts. 

***** 

(c)  Wage  index  factor. — (1)  CMS  uses 
the  hospital  inpatient  prospective 
payment  system  wage  index  established 
in  accordance  with  Part  412  of  this 
chapter  to  make  the  adjustment 
specified  under  paragraph  (a)  of  this 
section. 

(2)  For  services  furnished  beginning 
January  1,  2011,  the  wage  index  factor 
provided  for  in  paragraph  (c)(1)  of  this 
section  applicable  to  any  hospital 
outpatient  department  that  is  located  in 
a  frontier  State,  as  defined  in 
§412.64(m)  of  this  chapter,,  may  not  be 
less  than  1.00. 

(3)  The  additional  payments  made 
under  the  provisions  of  paragraph  (g)(2) 
of  this  section  are  not  implemented  in 

a  budget  neutral  manner. 

*  *  *  *  * 

■  24.  Section  419.70  is  amended  by — 

■  a.  Revising  paragraph  (d)(2) 
introductory  text. 

■  b.  Adding  a  new  paragraph  (d)(6).  . 

The  revision  and  addition  read  as 

follows. 

§419.70  Transitional  ^djustments  to  limit 
decline  in  payments. 

***** 

(d)  *  *  * 

(2)  Temporary  treatment  for  small 
rural  hospitals  on  or  after  January  1, 
2006.  For  covered  hospital  outpatient 
services  furnished  in  a  calendar  year 
from  January  1,  2006,  through  December 
31,  2010,  for  which  the  prospective 
paymeiit  system  amount  is  less  than  the 
pre-BBA  amount,  the  amount  of 
payment  under  this  part  is  increased  hy 
95  percent  of  that  difference  for  services 


PART  489— PROVIDER  AGREEMENTS 
AND  SUPPLIER  APPROVAL 

■  25.  The  authority  citation  for  part  489 
continues  to  read  as  follows: 

Authority:  Sees.  1102, 1819, 1820(e),  1881, 
1864(m),  1868,  1869,  and  1871  of  the  Social 
Security  Act  (42  U.S.C.  1302,  1395i-3,  1395x. 
1395aa(m),  1395cc,  1395ff,  and  1395hh). 

■  26.  Section  489.20  is  amended  by 
revising  paragraph  (w)  to  read  as 
follows: 

§489.20  Basic  commitments. 

***** 

(w)(l)  In  the  case  of  a  hospital  as 
defined  in  §  489.24(b),  to  furnish  written 
notice  to  all  patients  at  the  beginning  of 
their  hospital  stay  or  outpatient  visit  if 
a  doctor  of  medicine  or  a  doctor  of 
osteopathy  is  not  present  in  the  hospital 
24  hours  per  day,  7  days  per  week,  in 
order  to  assist  the  patients  in  making 
informed  decisions  regarding  their  care, 
in  accordance  with  §  482.13(b)(2)  of  this 
subchapter.  The  notice  must  indicate 
how  the  hospital  will  meet  the  medical 
needs  of  any  patient  who  develops  an 
emergency  medical  condition,  as 
defined  in  §  489.24(b),  at  a  time  when 
there  is  no  physician  present  in  the 
hospital.  For  purposes  of  this  paragraph, 
the  hospital  stay  or  outpatient  visit 
begins  wdth  the  provision  of  a  package 
of  information  regarding  scheduled 
preadmission  testing  and  registration  for 
a  planned  hospital  admission  for 
inpatient  care  or  outpatient  service. 

(2)  Before  admitting  a  patient  or 
providing  an  outpatient  service,  the 
hospital  must  receive  a- signed 
acknowledgment  from  the  patient 
stating  that  the  patient  understands  that 
a  physician  may  not  be  present  during 


Federal  Register/ Vol.  75, 


(Catalog  of  Federal  Domestic  Assistance 
Program  No.  93.773,  Medicare — Hospital 
Insurance;  Program  No.  93.774,  Medicare — 
Supplementary  Medical  Insurance  Program; 
and  Program  No.  93.778  (Medical 
Assistance)) 


No.  226 / Wednesday,  November  24,  2010 /Rules  and  Regulations 


Dated:  October  26,  2010. 

Donald  M.  Berwick, 

Administrator,  Centers  for  Medicare  &■ 
Medicaid  Services. 
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ADDENDUM  L.— FINAL  CY  201 1  OPPS  OUT-MIGRATION 
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ADDENDUM  L.— FINAL  CV2011  OPPS  OUT-MIGRATION 
AUJUSIMENT 
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Code 

1  2308D  1 

1  23490  i 

1  23810  1 

1  23620  1 

1  23690  1 

o 

fN 

r-f 

rn 

fS 

1  23100  1 

1  23810  1 

23370  1 

23530  1 

23740  1 

23570  1 

o 

00 

m 

fN 

23770  1 

o 

fN 

VD 

m 

fN 

o 

r- 

oc 

rr, 

fN 

23810  1 

23810  1 

23620  1 

23810  1 

23690  1 

23810  1 

O 

m 

fN 

23490  1 

o 

fN 

VD 

tn 

o 

CX> 

to 

rft 

o 

IN 

T— 1 

m 

fN 

23550  1 

23490  1 

o 

00 

CO 

fN 

23620  1 

23490  1 

o 

f\ 

VC 

fO 

fN 

Qualifying 
County  Name 

1  BAY 

1  MACOMB 

1  WAYNE 

1  OAKLAND 

1  OHAWA 

1  CALHOUN 

I  BERRIEN 

WAYNE 

JACKSON 

MECOSTA 

ST.  JOSEPH 

LU 

o 

ec 

2 

O 

WAYNE 

SHIAWASSEE 

OAKLAND 

LU 

2 

> 

< 

$ 

LiJ 

< 

5 

WAYNE 

OAKLAND 

WAYNE 

OTTAWA 

WAYNE 

MACOMB 

MACOMB 

OAKLAND  1 

MONTCALM  | 

CALHOUN  1 

MIDLAND  1 

MACOMB  1 

WAYNE  1 

OAKLAND  1 

MACOMB  1 

MACOMB  1 

c 

z 

<t 

<1 

o 

Out- 

Migration 

Adjustiiieiit 

1  0.0052 

1  0.0020 

1  0.0043 

1  0.0023 

00317 

99000 

6SI00 

0.0043 

0.0205 

0.0088 

0.0314 

0.0075 

0.0043 

0.0923 

IN 

o 

o 

o 

0.0043 

0.0043 

0.0043 

0.0023 

0.0043 

0.0317 

0.0043 

o 

o 

o 

c 

0.0020 

0.0023  j 

1  moo 

1  99000 

00 

cn 

O 

o 

d 

0.0020  1 

0.0043  1 

0.0023  1 

0.0020  1 

0.0020.  1 

m 

IN 

o 

o 

.c 

Reclassified 
for  FY 
2011 

If 

ft 

* 

♦ 

* 

* 

# 

* 

« 

» 

* 

* 

« 

4 

4 

* 

— ' 

» 

•I- 

— ! 

4 

r 

4 

* 

Provider 

Number 

1  230041 

1  230047 

1  230053 

1  230071 

1  230072 

1  230075 

1  230078 

1  230089 

1  230092 

1  230093 

VO 

S 

IN 

1  230099 

1  230104 

230121 

1  230130 

LT 

cr, 

r- 

O 

ro 

fN 

1  230142 

1  230146 

1  230151 

1  230165 

1  230174 

1  230176 

i-n 

O 

fO 

fN 

I  230204 

1  230207  i 

230208  i 

230217  1 

230222  1 

230227  1 

230244  1 

230254  1 

230257  1 

230264  1 

Oi 

VC 

fN 

C 

fO 

fN 

ADDENDUM  L.— FINAL  CV  2011  OPPS  OUT-MlGRATlON 
ADJUSTMENT 

County 

Code 

o 

O 

fN 

IN 

1  22040  [ 

o 

cn 

o 

fN 

IN 

1  22170 

0603r 

22090  ! 

22090  ! 

o 

o 

•fN 

fN 

22040 

22040 

o 

r.' 

ri 

fN 

fV 

22090  ' 

22040  i 

22170  i 

22170  ! 

22090  ' 

22170 

22170 

o 

o 

fN 

(N 

o 

CTt 

O 

fN 

fN 

o 

o 

fN 

fN 

23810 

23690 

23450 

23620 

o 

r^ 

m 

fN 

23620  i 

23810  [ 

23100 

23110 

23810 

o 

fN 

VD 

rn 

fN 

23580 

23290 

Qualifying 
County  Name 

[MIDDLESEX 

1  ESSEX 

I  MIDDLESEX 

!  WORCESTER 

MIDDLESEX 

MIDDLESEX, 

MIDDLESEX 

ESSEX 

ESSEX 

ESSEX 

WORCESTER 

MIDDLESEX 

ESSEX 

WORCESTER 

WORCESTER 

MIDDLESEX 

WORCESTER 

WORCESTER 

ESSEX 

MIDDLESEX 

ESSEX 

UJ 

I 

< 

$ 

< 

t 

O 

UJ 

UJ 

§ 

< 

2 

UJ 

OAKLAND 

ST,  JOSEPH 

OAKLAND 

WAYNE 

BERRIEN  1 

BRANCH  1 

WAYNE  1 

OAKLAND  1 

MONTCALM  | 

HILLSDALE  | 

Out- 

Migration 

Adjustment 

00 

m 

o 

d 

0.0307 

00 

m 

o 

d 

0.0072 

00 

m 

o 

d 

0.0438 

0.0438 

0.0307 

0.0307 

0.0307 

0.0072 

■  0.0438 

0.0307 

0.0072 

0.0072 

0.0438 

0.0072 

0.0072 

0.0307 

0.0438 

0.0307 

0.0043 

0.0317 

0.0489 

0.0023 

0.0314 

0.0023 

0.0043  1 

1  6ST00 

0.0214  1 

0.0043  1 

0.0023  1 

0.0144  1 

0,0235  1 

Reclassified 
for  FY 
2011 

4 

4 

r 

* 

4 

* 

- 

4 

4 

4 

— 1 

* 

4 

* 

4 

Provider 

Number 

UlOZZ  1 

1  220174 

1  220175 

1  220176 

1  222000 

1  222003 

1  222024 

1  222026 

1  222044 

o 

fN 

fN 

fN 

1  222048 

1  223026 

1  223028 

1  223029 

1  223033 

I  224007 

1  224026 

1  224032 

1  224033 

1  224038 

1  224039 

1  230002 

m 

o 

o 

o 

m 

fN 

1  230005 

1  230013 

230015 

230019 

230020  1 

230021  1 

fN 

IN 

O 

O 

ffl 

fN 

230024  1 

— 

oi 

fN 

o 

o 

rr> 

fN 

230035  1 

230037  1 
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FEDERAL  DEPOSIT  INSURANCE 
CORPORATION 

12  CFR  Part  327 
RIN  3064-A066 

Assessments,  Assessment  Base  and 
Rates 

agency:  Federal  Deposit  Insurance 
Corporation. 

ACTION:  Notice  of  proposed  rulemaking 
and  request  for  comment. 

SUMMARY:  The  FDIC  is  proposing  to 
amend  its  regulations  to  implement 
revisions  to  the  Federal  Deposit 
Insurance  Act  made  by  the  Dodd-Frank 
Wall  Street  Reform  and  Consumer 
Protection  Act  regarding  the  definition 
of  an  institution’s  deposit  insurance 
assessment  base;  alter  the  unsecured 
debt  adjustment  in  light  of  the  changes 
to  the  assessment  base;  add  an 
adjustment  for  long-term  debt  held  by 
an  insured  depository  institution  where 
the  debt  is  issued  by  another  insured 
depository  institution;  eliminate  the 
secured  liability  adjustment;  change  the 
brokered  deposit  adjustment  to  conform 
to  the  change  in  the  assessment  base 
and  change  the  way  the  adjustment  will 
apply  to  large  institutions;  and  revise 
deposit  insurance  assessment  rate 
schedules,  including  base  assessment 
rates,  in  light  of  the  changes  to  the 
assessment  base. 

DATES;  Comments  must  be  received  on 
or  before  January  3,  2011. 

ADDRESSES:  You  may  submit  comments, 
identified  by  RIN  number,  by  any  of  the 
following  methods: 

•  Agency  Web  Site:  http:// 
www.fdic.gov/regulations/laws/Federal/ 
propose.html.  Follow  instructions  for 
submitting  comments  on  the  Agency' 
Web  Site. 

•  E-mail:  Comments@FDIC.gov. 
Include  the  RIN  number  in  the  subject 
line  of  thennessage. 


•  Mail:  Robert  E.  Feldman,  Executive 
Secretary,  Attention;  Comments,  Federal 
Deposit  In'Surance  Corporation,  550  17th 
Street,  NW.,  Washington,  DC  20429. 

•  Hand  Delivery/Courier:  Guard 
station  at  the  rear  of  the  550  17th  Street 
Building  (located  on  F  Street)  on 
business  days  between  7  a.m.  and  5  p.m. 
Instructions;  All  submissions  received 
must  include  the  agency  name  and  RIN 
for  this  rulemaking.  All  comments 
received  will  be  posted  without  change 
to  http://vx'W'vi'.fdic.gov/reguIations/Iaws/ 
Federal /propose.html  including  any 
personal  information  provided. 

FOR  FURTHER  INFORMATION  CONTACT:  Rose 
Kushmeider,  Acting  Chief,  Banking  and 
Regulatory  Policy  Section,  Division  of 
Insurance  and  Research,  (202)  898- 
3861;  Christopher  Bellotto,  Counsel, 
Legal  Division,  (202)  898-3801;  and 
Sheikha  Kapoor,  Counsel,  Legal 
Division,  (202)  898-3960. 
SUPPLEMENTARY  INFORMATION: 

I.  Background 

Assessment  Base 

The  FDIC  charges  insured  depository 
institutions  (IDIs)  an  amount  for  deposit 
insurance  equal  to  the  deposit  insurance 
assessment  base  times  a  risk-based 
assessment  rate.  Under  the  current 
system,  the  assessment  base  is  domestic 
deposits  minus  a  few  allowable 
exclusions,  such  as  pass-through  reserve 
balances.  An  IDI  currently  reports  its 
assessment  base  on  a  quarter-end  basis; 
larger  institutions  (that  is,  those  with  $1 
billion  or  more  in  assets),  all  institutions 
chartered  after  December  31,  2006,  and 
other  IDIs  that  so  choose,  use  daily 
averaging. 

Assessment  Rate  Adjustments 

The  FDIC  calculates  an  initial  base 
assessment  rate  (IBAR)  for  each 
institution  based  on  CAMELS  ratings,  a 
number  of  inputs  derived  from  data  that 
the  institution  reports  on  the 
Consolidated  Reports  of  Condition  and 


Income  (Call  Report)  or  the  Thrift 
Financial  Report  (TFR),  and,  for  large 
institutions  that  have  long-term  debt 
issuer  ratings,  from  these  ratings.  *- 
Under  the  current  system,  an 
institution’s  total  base  assessment  rate 
can  vary  from  the  IBAR  as  the  result  of 
three  possible  adjustments.  An 
institution’s  total  bjase  assessment  rate 
may  be  lowered  from  its  IBAR  by  an 
amount  determined  by  its  ratio  of  long¬ 
term  unsecured  debt  to  domestic 
deposits  and,  for  small  institutions, 
certain  amounts  of  Tier  1  capital  to 
domestic  deposits  (the  unsecured  debt 
adjustment). 2  This  potential  decrease  in 
initial  base  assessment  rates  is  limited 
to  5  basis  points. 

An  institution’s  base  assessment  rate 
may  be  raised  by  an  amount  determined 
by  its  ratio  of  secured  liabilities  to 
domestic  deposits  (the  secured  liability 
adjustment).  An  institution’s  ratio  of 
secured  liabilities  to  domestic  deposits 
(if  greater  than  25  percent)  increases  its 
assessment  rate,  but  the  resulting  base 
assessment  rate  after  any  such  increase 
can  be  no  more  than  50  percent  greater 
than  it  was  before  the  adjustment.  The 
secured  liability  adjustment  is  made 
after  any  unsecured  debt  adjustment. 

Finally,  an  institution’s  base 
assessment  rate  may  be  raised  by  an 
amount  determined  by  its  ratio  of 
brokered  deposits  to  domestic  deposits 
(the  brokered  deposit  adjustment)  for 
institutions  in  Risk  Categories  II,  III  or 
IV.  An  institution’s  ratio  of  brokered 
deposits  to  domestic  deposits  (if  greater 
than  10  percent)  increases  its 
assessment  rate,  but  any  increase  is 
limited  to  no  more  than  10  basis  points. 

Assessment  Rates 

The  FDIC  last  amended  the 
assessment  rate  schedule  in  2009. ^  The 
2009  assessments  rule  established  the 
following  initial  base  assessment  rate 
schedule; 


Table  1— Current  Initial  Base  Assessment  Rates 


Risk  category 


1 

II 

III 

_ 1 

Minimum 

Maximum 

Annual  Rates  (in  basis  points) . 

12 

16 

22 

32 

*  Initial  base  assessment  rates  that  are  not  the  minimum  or  maximum  rate  vary  between  these  rates. 


After  applying  all  possible 
adjustments,  minimum  and  maximum 
total  base  assessment  rates  for  each  risk 


’  The  FDIC  is  concurrently  issuing  a  Notice  of 
Proposed  Rulemaking  and  Request  for  Comment  on 
the  Assessment  System  for  Large  Institutions. 


category  are  as  set  out  in  Table  2  below. 
The  2009  assessments  rule  also  allowed 
the  FDIC  Board  to  adjust  rates  uniformly 


2  Long-term  unsecured  debt  includes  senior 
unsecured  and  subordinated  debt. 


by  up  to  3  basis  points  above  or  below 
the  total  base  assessment  rates  without 
notice-and-comment  rulemaking, 


■>  74  FR  9525. 
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provided  that  no  change  from  one  assessment  rates  may  exceed  3  basis 

quarter  to  the  next  in  the  total  base  points. 


Table  2— Current  Total  Base  Assessment  Rates* 


Risk  Category 

1 

Risk  Category 

II 

Risk  Category 

III 

Risk  Category 
IV 

Initial  base  assessment  rate . 

12-16 

22 

32 

45 

Unsecured  debt  adjustment . 

(5)-0 

(5)-0 

(5)-0 

(5)-0 

Secured  liability  adjustment . 

0-8 

0-11 

0-16 

0-22.5 

Brokered  deposit  adjustment . 

0-10 

0-10 

'  0-10 

Total  base  assessment  rate  . 

7-24 

17-43 

27-58 

40-77.5 

*AII  amounts  for  all  risk  categories  are  in  basis  points  annually.  Total  base  rates  that  are  not  the  minimum  or  maximum  rate  vary  between 
these  rates. 


II.  Overview  of  the  Proposed  Rule 

The  Dodd-Frank  Wall  Street  Reform 
and  Consumer  Protection  Act  (Dodd- 
Frank  Act)  requires  that  the  FDIC  amend 
its  regulations  to  redefine  the 
assessment  base  used  for  calculating 
deposit  insurance  assessments.  This 
rulemaking  proposes  to  amend  the 
relevant  regulations  needed  to 
implement  this  requirement.  The 
change  in  the  assessment  base  has  also 
prompted  the  FDIC  to  reexamine  its 
assessment  rate  system  and  assessment 
rate  schedule.  Specifically,  the  FDIC  is 
proposing  to  modify  or  eliminate  the 
adjustments  made  to  the  IBAR  for 
unsecured  debt,  secured  liabilities,  and 
brokered  deposits,  to  add  a  new 
adjustment  for  holding  unsecured  debt, 
issued  by  another  IDI,  to  revise  and 
lower  the  initial  base  assessment  rate 
schedule  in  order  to  collect 
approximately  the  same  amount  of 
revenue  under  the  new  base  as  under 
the  old  base  calibrated  to  the  second 
quarter  of  2010  and  to  revise  the 
assessment' rate  schedules  proposed  in 
the  Notice  of  Proposed  Rulemaking  on 
Assessment  Dividends,  Assessment 
Rates  and  the  Designated  Reserve  Ratio 
(the  “October  NPR”  or  the  “NPR  on 
Dividends,  Assessment  Rates  and  the 
DRR”).^  To  the  extent  possible,  the 
proposed  changes  attempt  to  minimize 
additional  new  reporting  by  building  on 
established  concepts  and  by  using  data 
that  are  already  reported. 

III.  Assessment  Base  Changes 

As  stated  above,  the  Dodd-Frank  Act 
requires  that  the  FDIC  amend  its 
regulations  to  redefine  the  assessment 
base  used  for  calculating  deposit 
insurance  assessments.  Specifically,  the 
Dodd-Frank  Act  directs  the  FDIC: 


■*  See:  Notice  of  Proposed  Rulemaking  and 
Request  for  Comment  on  Assessment  Dividends, 
Assessment  Rates  and  Designated  Reserve  Ratio,  75 
FR  66271. 


To  define  the  term  ‘assessment  base’  with 
respect  to  an  insured  depository  institution 
*  *  *  as  an  amount  equal  to — 

(1)  the  average  consolidated  total  assets  of 
the  insured  depository  institution  during  the 
assessment  period;  minus 

(2)  the  sum  of — 

(A)  the  average  tangible  equity  of  the 
insured  depository  institution  during  the 
assessment  period,  and 

(B)  in  the  case  of  an  insured  depository 
institution  that  is  a  custodial  bank  (as 
defined  by  the  Corporation,  based  on  factors 
including  the  percentage  of  total  revenues' 
generated  by  custodial  businesses  and  the 
level  of  assets  under  custody)  or  a  banker’s 
bank  (as  that  term  is  used  in  *  *  *  (12  U.S.C. 
24)),  an  amount  that  the  Corporation 
determines  is  necessary  to  establish 
assessments  consistent  with  the  definition 
under  the  *  *  *  Federal  Deposit  Insurance 
Act  *  *  *  for  a  custodial  bank  or  a  banker’s 
bank.’’ 

To  implement  this  requirement, 
therefore,  the  FDIC  must  establish  the 
appropriate  methodology  for  calculating 
“average  consolidated  total  assets”  and 
“average  tangible  equity,”  determine  the 
basis  for  reporting  consolidated  total 
assets  and  tangible  equity,  and  define 
“tangible  equity.”  The  FDIC  has 
identified  three  standards  that  should  be 
met  in  determining  the  assessment  base. 
First,  the  reported  elements  of  the  new 
assessment  base  should  be  a  true 
reflection  of  the  entire  quarter.  Second, 
the  definition  of  tangible  equity  should 
reflect  an  institution’s  ability  to  provide 
a  real  capital  buffer  to  the  Deposit 
Insurance  Fund  (DIF)  in  the  event  of 
failure.  Third,  the  reporting  of  the 
elements  of  the  new  assessment  base 
should  require  minimal  changes  to  the 
existing  reporting  requirements.  The 
changes  needed  to  implement  the  new 
assessment  base  will  require  the  FDIC  to 
collect  some  information  from  IDIs  that 
is  not  currently  collected  on  the  Call 
Report  or  TFR.  However,  the  burden  of 
requiring  new  data  will  be  partly  offset 
by  allowing  some  assessment  data  that 


spublic  Law  111-203,  §  331(b),  124  Stat.  1376, 
1538  (to  be  codified  at  12  U.S.C.  1817(nt)). 


are  currently  collected  to  be  deleted 
from  the  Call  Report  or  TFR. 

The  Dodd-Frank  Act  also  requires  the 
FDIC  to  determine  whether  and  to  what 
extent  adjustments  to  the  assessment 
base  are  appropriate  for  banker’s  banks 
and  custodial  banks  in  order  to  establish 
assessments  consistent  with  the 
definition  of  the  “risk-based  assessment 
system”  under  the  Federal  Deposit 
Insurance  Act.  The  proposed  rule 
outlines  these  adjustments  and  proposes 
a  definition  of  “custodial  bank.” 

Average  Consolidated  Total  Assets 

The  FDIC  proposes  that  all  IDIs  report 
their  average  consolidated  total  assets 
using  the  accounting  methodology 
established  for  reporting  total  assets  as 
applied  to  Line  9  of  Schedule  RC-K  of 
the  Call  Report  (that  is,  the  methodology 
established  by  Schedule  RC-K  regarding 
when  to  use  amortized  cost,  historical 
cost,  or  fair  value),  except  that  all 
institutions  must  average  their  balances 
as  of  the  close  of  business  for  each  day 
during  the  calendar  quarter.  Because 
differences  exist  in  the  requirements  for 
averaging  and  in  the  reporting  of  total 
assets  for  Call  Report  and  TFR  filers,  the 
FDIC  seeks  to  standardize  the 
calculation  of  total  consolidated  assets 
for  deposit  insurance  assessment 
purposes  while  minimizing  the  number 
of  reporting  changes  that  result  from  the 
change  in  the  assessment  base.  Since 
this  accounting  methodology  for 
reporting  average  total  assets  exists,  it 
was  selected  as  the  proposed 
methodology  for  reporting. 

The  amounts  to  be  reported  as  daily 
averages  are  the  sum  of  the  gross 
amounts  of  consolidated  total  assets  for 
each  calendar  day  during  the  quarter 
divided  by  the  number  of  calendar  days 
in  the  quarter.  For  days  that  an  office  of 
the  reporting  institution  (or  any  of  its 
subsidiaries  or  branches)  is  closed  (e.g., 
Saturdays,  Sundays,  or  holidays),  the 
amounts  outstanding  from  the  previous 
business  day  would  be  used.  An  office 
is  considered  closed  if  there  are  no 


72584 


Federal  Register / Vol.  75,  No.  226 / Wednesday,  November  24,  2010 /Proposed  Rules 


transactions  posted  to  the  general  ledger 
as  of  that  date.  For  the  surviving  or 
resulting  institution  in  a  merger  or 
consolidation,  assets  for  all  merged  or 
consolidated  institutions  for  the  days 
prior  to  the  merger  or  consolidation 
should  be  included  in  the  daily  average 
calculation,  regardless  of  the  method 
used  to  account  for  the  merger  or 
consolidation. 

Requiring  all  insured  institutions  to 
report  “average  consolidated  total 
assets”  using  daily  averaging  would 
result  in  a  truer  measure  of  the 
assessment  base  during  the  entire 
quarter.  Further,  this  requirement  would 
be  consistent  with  the  actions  taken  by 
the  FDIC  in  2006  when  it  determined 
that  using  quarter-end  deposit  data  as  a 
proxy  for  balances  over  an  entire  quarter 
did  not  accurately  reflect  an  IDI’s 
typical  deposit  level.  As  a  result,  the 
FDIC  required  certain  institutions  to 
report  a  daily  average  deposit 
assessment  base. 

The  Dodd-Frank  Act  requires  the 
assessment  base  to  consist  of  average 
consolidated  total  assets.  However,  in 
the  case  of  IDIs  with  consolidated  IDI 
subsidiaries,  consolidating  all  assets 
(and  tangible  equity,  see  below)  could 
lead  to  a  double  charge  for  deposit 
insurance — once  at  the  IDI  level  and 
again  at  the  parent  IDI  level.  Because  of 
intercompany  transactions,  a  simple 
subtraction  of  the  subsidiary  IDI’s  assets 
and  equity  from  the  parent  IDI’s  assets 
and  equity  will  not  usually  result  in  6m 
accurate  statement  of  the  parent  IDI’s 
assets  and  equity.  By  calculating  the 
assets  and  equity  of  the  pairent  IDI 
without  consolidating  the  assets  and 
equity  of  the  subsidiary  IDI,  this 
problem  can  be  avoided.  The  FDIC  is 
therefore  proposing  that  parent  IDIs  of 
other  IDIs  report  daily  average 
consolidated  total  assets  without 
consolidating  their  IDI  subsidiaries  into 
the  calculations.  This  would  be 
consistent  with  current  assessment  base 
practice  and  would  ensure  that  all 
parent  IDIs  are  assessed  only  for  their 
own  assessment  base  and  not  that  of 
their  subsidiary  IDIs,  which  will  be 
assessed  separately. 

The  proposed  rule  also  covers  average 
consolidated  total  assets  of  non-IDI 
subsidiaries.  For  such  entities,  average 
consolidated  assets  would  also  be 
calculated  using  a  daily  averaging 
method.  However,  the  IDI  may  choose  to 
use  either  daily  average  data  for  such 
subsidiaries  calculated  for  the  current 
quarter  or  for  the  prior  queuler,  but 
having  chosen  one  or  the  othe^  method, 
reporting  could  not  change  from  quarter 
to  quarter.  This  proposed  methodology 
would  conform  to  the  current 
requirements  for  consolidating  data 


from  non-IDI  subsidiaries,  which  allows 
such  data  to  be  up  to  93  days  old. 

Finally,  for  insured  branches  of 
foreign  bemks,  average  consolidated  total 
assets  would  be  defined  as  total  assets 
of  the  branch  (including  net  due  from 
related  depository  institutions)  in 
accordance  with  the  schedule  of  assets 
and  liabilities  in  the  Report  of  Assets 
and  Liabilities  of  U.S.  Branches  and 
Agencies  of  Foreign  Banks,  but  using 
the  accounting  methodology  for 
reporting  total  assets  established  in 
Schedule  RC-K  of  the  Call  Report,  and 
calculated  using  a  daily  averaging 
method  as  described  above. 

Defining  Tangible  Equity 

No  definition  of  tangible  equity 
currently  exists  for  IDI  reporting 
purposes.  The  FDIC  considered 
developing  a  new  definition  for 
assessment  base  purposes.  However,  in 
an  effort  to  minimize  new  reporting 
requirements,  the  FDIC  is  proposing  to 
use  an  industry  standard  definition  that 
would  also  provide  a  real  capital  buffer 
to  the  DIF  in  the  event  of  failure.  The 
FDIC,  therefore,  proposes  to  use  Tier  1 
capital  as  the  definition  of  tangible 
equity.  Since  the  Basel  Committee  is 
considering  revisions  to  the  definition 
of  Tier  1  capital,  this  definition  would 
serve  as  a  measure  of  tangible  equity  at 
least  until  the  Basel  Committee  (in  Basel 
III)  has  completed  its  revamping  of 
capital  definitions  and  standards.  At 
that  time  the  FDIC  may  reconsider  the 
definition  of  tangible  equity. 

Defining  tangible  equity  as  Tier  1 
capital  not  only  avoids  an  increase  in 
regulatory  burden  that  a  new  definition 
of  capital  could  cause,  but  also  provides 
a  clearly  understood  capital  buffer  for 
the  DIF  in  the  event  of  the  institution’s 
failure. 

The  FDIC  also  proposes  to  define  the 
averaging  period  for  tangible  equity  to 
be  monthly,  except  that  institutions  that 
reported  less  than  $1  billion  in  quarter- 
end  total  consolidated  assets  on  their 
March  31,  2011  Call  Report  or  TFR  may 
report  average  tangible  equity  using  an 
end-of-quarter  balance  or  may  at  any 
time  opt  permanently  to  report  average 
tcmgible  equity  using  a  monthly  average 
balance.  An  institution  that  reports 
average  tangible  equity  using  an  end-of- 
quarter  balance  and  reports  average 
daily  consolidated  total  assets  of  $1 
billion  or  more  for  two  consecutive 
quarters  shall  permanently  report 
average  tangible  equity  using  monthly 
averaging  starting  in  the  next  quarter. 
The  FDIC  proposes  that  monthly 
averaging  would  mean  the  average  of 
the  three  month-end  balances  within  the 
qucirter.  For  the  surviving  institution  in 
a  merger  or  consolidation,  Tier  1  capital 


should  be  calculated  as  if  the  merger 
occurred  on  the  first  day  of  the  quarter 
in  which  the  merger  or  consolidation 
actually  occurred. 

This  methodology  should  not  increase 
regulatory  burden  for  institutions  with 
assets  of  $1  billion  or  more  as  they 
generally  compute  their  regulatory 
capital  ratios  no  less  frequently  than 
monthly.  To  minimize  regulatory 
burden  for  small  institutions,  the 
proposal  allows  an  exception  to  the 
averaging  requirement.  The  FDiC  does 
not  foresee  a  need  for  any  institution  to 
report  daily  average  balances  for 
tangible  equity,  since  the  components  of 
tangible  equity  appear  to  be  subject  to 
less  fluctuation  within  a  quarter  than 
are  consolidated  total  assets.  Thus,  the 
proposal  would  require  averaging  of 
capital  for  institutions  that  account  for 
the  majority  of  industry  assets,  while 
minimizing  additional  reporting 
requirements. 

For  IDIs  with  consolidated  IDI 
subsidiaries,  the  FDIC  proposes  to 
instruct  IDIs  that  consolidate  other  IDIs 
for  financial  reporting  purposes  to 
report-  average  tangible  equity  (or  end- 
of-quarter  tangible  equity,  as 
appropriate)  without  consolidating  their 
IDI  subsidiaries  into  the  calculations. 
This  conforms  to  the  method  for 
reporting  total  consolidated  assets  above 
and  ensures  that  all  parent  IDIs  will  be 
assessed  only  on  their  own  assessment 
base  and  not  that  of  their  subsidicay 
IDIs.  ' 

For  IDIs  that  report  average  tangible 
equity  using  a  monthly  averaging 
method  and  that  have  non-IDI 
subsidiaries,  the  IDI  must  use  monthly 
average  data  for  such  subsidiaries.  The 
monthly  average  data  for  non-lDI 
subsidiaries,  however,  may  be 
calculated  for  the  current  quarter  or  for 
the  prior  quarter,  but  having  chosen  one 
or  the  other  method,  reporting  could  not 
change  from  quarter  to  quarter. 

For  insured  branches  of  foreign  banks, 
tangible  equity  would  be  defined  as 
eligible  assets  (determined  in 
accordance  with  Section  347.210  of  the 
FDIC’s  regulations)  less  the  book  value 
of  liabilities  (exclusive  of  liabilities  due 
to  the  foreign  bank’s  head  office,  other 
branches,  agencies,  offices,  or  wholly 
owned  subsidiaries).  This  value  would 
be  calculated  on  a  monthly  average  (or 
end-of-quarter)  basis. 

Banker’s  Bank  Adjustment 

Banker’s  banks  are  defined  by  12 
U.S.C.  24.  These  banks  or  companies 
must  be  owned  exclusively  by 
depository  institutions  or  depository 
institution  holding  companies  and  the 
bank  or  company  and  all  subsidiaries 
thereof  must  be  engaged  exclusively  in 
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providing  services  to  or  for  other 
depository  institutions,  their  holding 
companies,  and  the  officers,  directors, 
and  employees  thereof. 

The  unique  business  model  of  a 
banker’s  bank  includes  performing 
agency  functions  for  its ‘member  banks. 

In  this  capacity,  a  banker’s  bank  passes 
through  funds  from  its  member  banks 
either  to  other  banks  in  the  Federal 
funds  market  or  to  the  Federal  Reserve 
as  reserve  balances.  While  the  Federal 
funds  that  a  banker’s  bank  passes 
through  do  not  appear  on  its  balance 
sheet,  those  funds  that  a  banker’s  bank 
passes  through  to  the  Federal  Reserve 
do  appear  on  its  balance  sheet. 

Currently,  the  corresponding  deposit 
liabilities  that  result  from  these  “pass¬ 
through”  reserve  balances  are  excluded 
from  the  assessment  base.  The  FDIC  is 
proposing  to  retain  this  exception. 

In  addition  to  its  agency  functions,  a 
typical  banker’s  bank  provides  liquidity 
and  other  services  to  its  member  banks 
acting  as  a  principal.  This  activity  may 
result  in  higher  than  average  amounts  of 
Federal  funds  purchased  and  deposits 
from  other  IDIs  and  financial 
institutions  on  a  banker’s  bank’s  balance 
sheet.  To  offset  its  relatively  high  levels 
of  these  short-term  liabilities,  a  banker’s 
bank  often  holds  a  relatively  high 
amount  of  Federal  funds  sold  and 
reserve  balances  for  its  own  account. 

The  proposed  rule  would  also  adjust  the 
assessment  base  of  a  banker’s  bank  to 
reflect  its  greater  need  to  maintain 
liquidity  to  service  its  member  banks. 

The  proposed  rule  would  first  require 
a  banker’s  bank  to  self-certify  on  its  Call 
Report  or  TFR  that  it  meets  the 
definition  of  “banker’s  bank”  as  set  forth 
in  12  U.S.C.  24.  The  self-certification 
would  be  subject  to  verification  by  the 
FDIC.  For  an  institution  that  meets  the 
definition  (with  the  exception  noted 
below)  the  FDIC  would  exclude  from  its 
assessment  base  the  daily  average 
amount  of  reserve  balances  “passed 
through”  to  the  Federal  Reserve,  the 
daily  average  amount  of  reserve 
balances  held  at  the  Federal  Reserve  for 
its  own  account,  and  the  daily  average 
amount  of  its  Federal  funds  sold.  The 
collective  amount  of  this  exclusion, 
however,  could  not  exceed  the  sum  of 
the  bank’s  daily  average  amount  of  total 
deposits  of  commercial  banks  and  other 
depository  institutions  in  the  United 
States  and  the  daily  average  amount  of 
its  Federal  funds  purchased.  Thus,  for 
example,  if  a  banker’s  bank  has  a  total 
daily  average  balance  of  $300  million  of 
Federal  funds  sold  plus  reserve  balances 
(including  pass-through  reserve 
balances),  and  it  has  a  total  daily 
average  balance  of  $200  million  of 
deposits  from  commercial  banks  and 


other  depository  institutions  and 
Federal  funds  purchased,  it  can  deduct 
$200  million  from  its  assessment  base. 
Federal  funds  purchased  and  sold  on  an 
agency  basis  would  not  be  included  in 
these  calculations  as  they  are  not 
reported  on  the  balance  sheet  of  a 
banker’s  bank. 

The  proposed  assessment  base 
adjustment  applicable  to  a  banker’s 
bank  would  only  be  available  to  an 
institution  that  conducts  50  percent  or 
more  of  its  business  with  non-affiliated 
entities  (as  defined  under  the  Bank 
Holding  Company  Act  or  the  Home 
Owners’  Loan  Act).  Providing  a  benefit  • 
to  a  banker’s  bank  that  primarily  serves 
affiliated  companies  would  undermine 
the  intent  of  the  proposed  benefit  by 
providing  a  way  for  banks  to  reduce 
deposit  insurance  assessments  simply 
by  establishing  a  subsidiary  for  that 
purpose. 

Defining  Custodial  Bajik 

The  Dodd-Frank  Act  instructed  the 
FDIC  to  consider  whether  certain  assets 
should  be  deducted  from  the  assessment 
base  of  custodial  banks.  However,  the 
Act  left  it  to  the  FDIC  to  define  custodial 
banks  “based  on  factors  including  the 
percentage  of  total  revenues  generated 
by  custodial  businesses  and  the  level  of 
assets  under  custody.”  To  identify 
custodial  banks  for  deposit  insurance 
purposes,  the  FDIC  focused  on  the 
custody  and  safekeeping  accounts 
reported  in  the  fiduciary  and  related 
assets  section  of  the  Call  Report  and 
TFR,  along  with  the  revenues  associated 
with  these  activities.  The  FDIC 
determined  that,  although  fiduciary 
accounts  have  an  aspect  of  custodial 
activity  associated  with  them,  this 
activity  is  incidental  to  the  fiduciary 
business  and  represents  a  small  fraction 
of  the  income  realized  from  these 
accounts.  For  this  reason,  the  FDIC 
decided  to  focus  on  those  assets  held 
principally  in  custody  and  safekeeping 
accounts. 

The  FDIC  identified  878  IDIs  that 
reported  some  custody  and  safekeeping 
accounts  on  their  Call  Reports  or  TFRs 
as  of  December  2009.®  Of  this  number, 
only  6  IDIs  reported  that  the  income 
they  derived  from  these  accounts 
exceeded  50  percent  of  their  total 
revenue  (interest  income  plus  non¬ 
interest  income),  and  onl\  16  IDIs 
reported  (hat  the  percentage  of  custody 
and  safekeeping  income  exceeded  10 
percent  of  tbeir  total  revenue.  When 
examining  the  volume  of  assets  held  in 


®IDIs  with  less  than  $250  million  in  fiduciary 
assets  in  the  preceding  year  or  with  gross  fiduciary 
income  of  less  than  10  percent  of  the  preceding 
year’s  revenue  report  their  trust  activities  only  on 
the  December  call  report  or  TFR.  >. 


custody  and  safekeeping  accounts  by 
each  IDI,  the  FDIC  found  that  21  IDIs 
held  more  than  $50  billion  in  assets  in 
these  accounts.  The  top  4  among  these 
institutions  held  more  than  $5  trillion 
dollars  each  in  these  accounts.  Given 
the  nature  of  custody  and  safekeeping 
activity — characterized  by  economies  of 
scale — the  industry  is  dominated  by 
large  institutions. 

The  FDIC  proposes  that,  to  be 
classified  as  a  custodial  bank  for  deposit 
insurance  assessment  purposes,  an  IDI 
must  have  a  significant  amount  of 
custody  and  safekeeping  activity. 
Therefore,  the  FDIC  proposes  to  identify 
custodial  banks  as  those  IDIs  with 
previous  calendar  year-end  custody  and 
safekeeping  assets  of  at  least  $50  billion 
or  those  IDIs  that  derived  more  than  50 
percent  of  their  revenue  from  custody 
and  safekeeping  activities  over  the 
■previous  calendar  year.  Using  this 
definition,  the  FDIC  estimates  that  23 
IDIs  would  have  qualified  as  custodial 
banks  for  deposit  insurance  purposes  as 
of  December  31,  2009. 

Custodial  Bank  Adjustment 

The  FDIC  believes  that  an  adjustment 
to  the  assessment  base  of  a  custodial 
bank  should  be  made  in  recognition  of 
the  bank’s  need  to  hold  liquid  assets  to 
facilitate  the  payments  and  processing 
function  associated  with  its  custody  and 
safekeeping  accounts.  The  proposed 
deduction,  however,  would  be  limited 
to  the  daily  average  amount  of  deposits 
on  the  custodial  bank’s  balance  sheet 
that  can  be  directly  linked  to  the 
servicing  of  a  custody  and  safekeeping 
account.  . 

The  proposed  rule  states  that  the 
assessment  base  adjustment  for 
custodial  banks  should  be  the  daily 
average  amount  of  highly  liquid,  short¬ 
term  assets,  subject  to  the  limitation  that 
the  daily  average  value  of  these  assets 
cannot  exceed  the  daily  average  value  of 
those  deposits  identified  by  the 
institution  as  being  held  in  a  custody 
and  safekeeping  account.  Highly  liquid, 
short-term  assets  would  be  defined  as 
those  assets  with  a  Basel  risk  weighting 
of  20  percent  or  less  and  whose  stated 
maturity  date  is  30  days  or  less. 

IV.  Assessment  Rate  Adjustments 

In  March  2009,  the  FDIC  issued  a  final 
rule  incorporating  three  adjustments 
into  the  risk-based  pricing  system.^ 
These  adjustments,  the  unsecured  debt 
adjustment,  the  secured  liability 
adjustment,  and  the  brokered  deposit 
adjustment,  were  added  to  better 
account  for  risk  among  insured 
institutions  based  on  their  funding 


7  74  FR  9525. 
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sources.  In  light  of  the  changes  to  the 
deposit  insurance  assessment  base 
resulting  from  the  Dodd-Frank  Act,  the 
FDIC  decided  to  revisit  the  rationale  and 
operation  of  these  adjustments. 

Unsecured  Debt  Adjustment 

All  other  things  equal,  greater 
amounts  of  long-term  unsecured  debt 
can  reduce  the  FDIC’s  loss  in  the  event 
of  a  failure,  thus  reducing  the  risk  to  the 
DIF.®  Under  the  current  assessment 
system  an  IDI’s  assessment  rate  can  be 
reduced  through  the  unsecured  debt 
adjustment,  which  is  based  on  the 
amount  of  long-term,  unsecured 
liabilities  the  IDI  issues.  The  amount  of 
the  adjustment  equals  40  basis  points 
for  each  dollar  of  long-term  unsecured 
debt,  effectively  lowering  the  cost  of 
issuing  an  additional  dollar  of  such  debt 
by  40  basis  points  (unless  the  issuing 
IDI  has  reached  the  5  basis  point  cap  on 
the  adjustment).  The  amount  of  the 
reduction  in  the  assessment  rate  due  to 
the  adjustment  is  equal  to  the  amount  of 
long-term  unsecured  liabilities  times  40 
basis  points  divided  by  the  amount  of 
domestic  deposits.  The  cap  on  the 
deduction  is  5  basis  points. 

Unless  the  unsecured  debt  adjustment 
is  revised,  the  cost  of  issuing  long-term 
unsecured  liabilities  will  rise  (as  will 
the  cost  of  funding  for  all  other 
liabilities  except,  in  most  cases, 
domestic  deposits)  as  there  will  no 
longer  be  a  distinction,  in  terms  of  the 
cost  of  deposit  insurance,  among  the 
types  of  liabilities  funding  the  new 
assessment  base.  The  Fl3lC  is  concerned 
that  this  will  reduce  the  incentive  for 
.  IDIs  to  issue  long-term  unsecured  debt. 

The  FDIC  therefore  proposes  to  revise 
the  unsecured  debt  adjustment  to  ensure 
that  IDIs  continue  to  have  the  same 
incentive  to  issue  more  long-term 
unsecured  debt  than  they  otherwise 
would.  The  FDIC  proposes  that  the 
amount  of  the  unsecured  debt 
adjustment  be  increeised  to  40  basis 
points  plus  the  IBAR  for  every  dollar  of 
long-term  unsecured  debt  issued  so  that 
the  relative  cost  of  issuing  long-term 
unsecured  debt  will  not  rise  with  the 
implementation  of  the  new  assessment 
base.  The  amount  of  the  reduction  in  the 
assessment  rate  due  to  the  adjustment 
would  thus  be  equed  to  the  amount  of 
long-term  unsecured  liabilities  times  the 
sum  of  40  basis  points  and  the  IBAR 
divided  by  the  amount  of  the  new 
assessment  base.  In  other  words,  the 


^  Holders  of  unsecured  claims,  including 
subordinated  debt,  receive  distributions  from  the 
receivership  estate  only  if  all  secured  claims, 
administrative  claims  and  deposit  claims  have  been 
paid  in  hill.  Consequently,  greater  amounts  of  long¬ 
term  unsecured  debt  provide  a  cushion  that  can 
reduce  the  cost  to  the  DIF  in  the  event  of  failure. 


FDIC  proposes  to  modify  the  unsecured 
debt  adjustment  according  to  the 
following  formula: 

UDA  =  (Long-term  unsecured  liabilities/ 
New  assessment  base)  *  (40  basis 
points  +  IBAR) 

Thus,  if  an  institution  with  a  $10 
billion  assessment  base  issued  $100 
million  in  long-term  unsecured 
liabilities  and  had  an  IBAR  of  20  basis 
points,  its  unsecured  debt  adjustment 
would  be  0,6  basis  points,  wWch  would 
result  in  a  decrease  in  the  institution’s 
assessment  of  $600,000. 

The  FDIC  also  proposes  that  the  cap 
on  the  unsecured  debt  adjustment  be 
changed  from  the  current  5  basis  points 
to  the  lesser  of  5  basis  points  or  50 
percent  of  the  institution’s  IBAR.  This 
cap  would  apply  to  the  new  assessment 
base.  This  change  would  not  only  allow 
the  maximum  dollar  amount  of  the 
imsecured  debt  adjustment  to  iqcrease 
because  the  assessment  base  is  larger, 
but  also  would  ensure  that  the 
assessment  rate  after  the  adjustment  is 
applied  does  not  fall  to  zero.  The 
formula  for  the  new  cap  would  be  the 
lesser  of  the  following: 

UDA  Cap  =  5  basis  points 
or, 

UDA  Cap  =  0.5  *  IBAR, 

Further,  the  FDIC  proposes  altering 
the  definition  of  what  is  included  in 
long-term,  unsecured  liabilities.  Under 
the  current  assessment  system,  the 
unsecured  debt  adjustment  includes 
certain  amounts  of  Tier  1  capital 
(Qualified  Tier  1  capital)  for  IDIs  with 
less  than  $10  billion  in  assets.  Since  the 
new  assessment  base  excludes  Tier  1 
capital,  defining  long-term,  unsecured 
liabilities  to  include  Qualified  Tier  1 
capital  would  have  the  effect  of 
providing  a  double  deduction  for  this 
capital.®  The  FDIC  therefore  proposes  to 
eliminate  Tier  1  capital  ft-om  the 
definition  of  unsecured  debt. 

Depository  Institution  Debt  Adjustment 

Although  issuance  ^f  unsecured  debt 
by  an  IDI  lessens  the  potential  loss  to 
the  DIF  in  the  event  of  an  IDI’s  failure, 
when  this  debt  is  held  by  other  IDIs,  the 
overall  risk  to  the  DIF  is  not  reduced. 

For  this  reason,  the  FDIC  is  proposing 
to  increase  the  assessment  rate  of  an  IDI 
that  holds  this  debt.  The  FDIC 
considered  reducing  the  benefit  to  IDIs 
when  their  long-term  unsecured  debt  is 
held  by  other  IDIs,  but  debt  issuers  do 
not  track  which  entities  hold  their  debt. 
The  proposal  would  apply  a  50  basis 
point  adjustment  to  every  dollar  of  long- 


^  Capital,  including  Qualifled  Tier  1  capital,  also 
enters  the  risk-based  assessment  system  through  the 
pricing  model. 


term  unsecured  debt  held  by  an  IDI 
when  that  debt  is  issued  by  another 
IDI.^°  This  adjustment  would  be  known 
as  the  depository  institution  debt 
adjustment  (DIDA).  Specifically,  the 
adjustment  would  he  determined 
according  to  the  following  formula: 

DIDA  =  (Long-term  unsecured  debt 
issued  by  another  IDI/New 
assessment  base)  *  50  basis  points 

Secured  Liability  Adjustment 

The  FDIC  proposes  to  discontinue  the 
secured  liability  adjustment  with  the 
implementation  of  the  new  assessment 
base.  In  arguing  for  the  secured  liability 
adjustment  the  FDIC  stated  that,  “[t]he 
exclusion  of  secured  liabilities  can  lead 
to  inequity.  An  institution  with  secured 
liabilities  in  place  of  another’s  deposits 
pays  a  smaller  deposit  insurance 
assessment,  even  if  both  pose  the  same 
risk  of  failure  and  would  cause  the  same 
losses  to  the  FDIC  in  the  event  of 
failure.”  With  the  change  in  the 
assessment  base,  the  relative  cost 
advantage  of  funding  with  secured 
liabilities  (due  to  assessing  domestic 
deposits,  but  not  secured  liabilities)  will 
disappear,  thus  eliminating  the 
differential  that  led  to  the  adjustment. 

Brokered  Deposit  Adjustment 

The  brokered  deposit  adjustment 
compensates  the  DIF  for  the  risk  an  IDI 
poses  when  it  relies  heavily  on  brokered 
deposits  for  funding.  The  brokered 
deposit  adjustment  applies  to 
institutions  in  risk  categories  II,  III,  and 
IV  when  their  ratio  of  brokered  deposits 
to  domestic  deposits  exceeds  10 
percent.  The  present  adjustment 
imposes  a  25  basis  point  charge 
multiplied  by  the  ratio  of  brokered 
deposits  to  domestic  deposits  for 
brokered  deposits  in  excess  of  10 
percent  of  domestic  deposits  and  has  a 
cap  of  10  basis  points. 

The  FDIC  proposes  to  retain  the 
current  adjustment  for  brokered 
deposits,  but  to  scale  the  adjustment  to 
the  new  assessment  base  by  the  IDI’s 
ratio  of  domestic  deposits  to  the  new 
assessment  base.  The  new  formula  for 
brokered  deposits  would  become: 

BDA  =  ((Brokered  deposits  -  (Domestic 
deposits  *  10%))/New  assessment 
base)  *  25  basis  points 

The  FDIC  proposes  to  maintain  the 
cap  at  10  basis  points.  The  FDIC 
recognizes  that,  because  the  assessment 
base  is  larger,  keeping  the  cap  rate- 
constant  could  result  in  an  increase  in 


’“The  FDIC  recognizes  that  the  amount  of 
assessment  revenue  collected  using  this  method 
will  not  exactly  offset  the  amount  of  assessment 
revenue  foregone  by  providing  a  benefit  to  those 
IDIs  that  issue  long-term  unsecured  debt. 
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the  amount  an  IDl  is  assessed  since  the 
cap  will  not  be  reached  as  quickly. 
However,  the  FDIC  remains  concerned 
that  significant  reliance  on  brokered 
deposits  tends  to  increase  an 
institution’s  risk  profile,  particularly  as 
its  financial  condition  weakens. 

This  proposal  is  being  made 
simultaneously  with  the  proposal  to 
change  the  assessment  system  for  large 
institutions,  which  proposes  to 
eliminate  risk  categories  for  these 
institutions.  The  FDIC,  therefore,  is 
proposing  to  amend  the  brokered 
deposit  adjustment  to  apply  to  all  large 
institutions.!^  For  small  institutions,  the 
adjustment,  as  modified  above,  would 
continue  to  apply  only  to  those  in  risk 
categories  II,  III,  and  IV.  Small  risk 
category  I  institutions  would  continue 
to  be  excluded;  brokered  deposits 
remain,  however,  a  factor  in  the 
financial  ratios  method  used  to 
determine  the  IBAR  for  small  risk 
category  I  institutions  experiencing  high 
growth  rates. 


V.  Assessment  Rate  Schedule 

The  FDIC  believes  that  the  change  to 
a  new,  expanded  assessment  base 
should  not  result  in  a  change  in  the 
overall  amount  of  assessment  revenue 
projected  to  be  collected  under  the 
Restoration  Plan  adopted  by  the  Board 
on  October  19,  2010.!2  To  accomplish 
this,  this  NPR  proposes  to  change  the 
current  assessment  rate  schedule  such 
that  the  new  proposed  assessment  rate 
schedule  will  result  in  the  collection  of 
assessment  revenue  that  is 
approximately  revenue  neutral. 

Because  the  new  assessment  base 
under  the  Dodd-Frank  Act  is  larger  than 
the  current  assessment  base,  the 
assessment  rates  proposed  below  are 
lower  than  current  rates.  While  the 
range  of  proposed  initial  base 
assessment  rates  is  narrower  than  the 
current  range,  the  difference  in  revenue 
between  the  maximum  and  minimum 
IBARs  would  be  approximately  the 
same  because  of  the  difference  in 
assessment  bases. 


The  rate  schedule  proposed  below 
includes  a  column  for  institutions  with 
at  least  $10  billion  in  total  assets.  This 
new  column  represents  the.assessment 
rates  that  would  be  applied  to 
institutions  of  this  size  pursuant  to  the 
changes  being  proposed  in  the  NPR  on 
the  large  institution  assessment  system, 
which  is  being  published  concurrently 
with  this  proposal.  The  range  of 
proposed  total  base  assessment  rates  is 
the  same  for  all  sizes  of  institutions  (2.5 
basis  points  to  45  basis  points); 
however,  institutions  with  at  least  $10 
billion  in  total  assets  would  not  be 
assigned  to  risk  categories.  The  rate 
schedule,  however,  does  not  include  the 
proposed  depository  institution  debt 
adjustment. 

Base  Rate  Schedule 

Effective  April  1,  2011,  the  FDIC 
proposes  to  set  initial  and  total  base 
assessment  rates  for  IDIs  as  described  in 
Table  3  below. 


Table  3— Proposed  Initial  and  Total  Base  Assessment  Rates* 


Risk  Category 

1 

Risk  Category 

II 

Risk  Category 

III 

Risk  Category 
IV 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate . 

5-9 

14 

23 

35 

5-35 

Unsecured  debt  adjustment  **  . 

(4.5)-0 

{5)-0 

{5)-0 

(5)-0 

(5)-^ 

Brokered  deposit  adjustment . 

0-10 

0-10 

Of-10 

0-1 Q 

Total  Base  Assessment  Rate .  . 

2.5-9 

9-24 

18-33 

30-45 

2.5-45 

*  Total  base  assessment  rates  do  not  include  the  proposed  depository  institution  debt  adjustment. 

**  The  unsecured  debt  adjustment  could  not  exceed  the  lesser  of  5  basis  points  or  50  percent  of  an  IDI’s  initial  base  assessment  rate;  thus  for 
example,  an  IDl  with  an  IBAR  of  5  basis  points  would  have  a  maximum  unsecured  debt  adjustment  of  2.5  basis  points  and  could  not  have  a  total 
base  assessment  rate  lower  than  2.5  basis  points. 


Ability  To  Adjust  Rates 

The  proposed  rule  would  retain  the 
FDIC  Board’s  flexibility  to  adopt  actual 
rates  that  are  higher  or  lower  than  total 
base  assessment  rates  without  the 
necessity  of  further  notice-and-comment 
rulemaking,  provided  that:  (1)  The 
Board  could  not  increase  or  decrease 
rates  from  one  quarter  to  the  next  by 
more  than  3  basis  points;  and  (2) 
cumulative  increases  and  decreases 
cannot  be  more  than  3  basis  points 
higher  or  lower  than  the  total  base 
assessment  rates.  Retention  of  this 
flexibility  would  enable  the  Board  to  act 
in  a  timely  manner  to  fulfill  its  mandate 
to  raise  the  reserve  ratio  in  accordance 
with  the  Restoration  Plan,  particularly 
in  light  of  the  increased  uncertainty 


”  The  definition  of  brokeifed  deposits  for  all 
institutions,  which  includes  reciprocal  deposits, 
would  not  cheuige. 

’2  75  FR  66293. 


about  expected  revenue  resulting  from 
the  change  in  the  assessment  base. 

Conforming  Changes  to  the  Proposed 
Future  Assessment  Rates  as  Set  Forth  in 
the  Notice  of  Proposed  Rulemaking  on 
Assessment  Dividends,  Assessment 
Rates  and  Designated  Reserve  Ratio 

The  October  NPR  (on  dividends, 
assessment  rates  and  the  DRR),  which 
was  issued  by  the  Board  in  October 
2010,  proposes  rate  decreases,  in  lieu  of 
dividends,  when  the  reserve  ratio  meets 
certain  targets.  As  stated  in  that  NPR, 
when  the  reserve  ratio  reaches  1.15 
percent,  the  FDIC  believes  that  it  would 
be  appropriate  to  lower  assessment  rates 
so  that  the  average  assessment  rate 
would  approximately  equal  the  long¬ 


Specifically,  the  FDIC  has  attempted  to 
determine  a  rate  schedule  that  would  have 
generated  approximately  the  same  revenue  as  that 
generated  under  the  current  rate  schedule  in  the 
second  quarter  of  2010  under  the  current 
assessment  base. 


term  moderate,  steady  assessment  rate — 
approximately  8.5  basis  points  (as 
measured  using  the  current  assessment 
base,  which  is  approximated  by 
domestic  deposits).!^  As  discussed  in 
the  October  NPR,  this  assessment  rate 
represents  the  weighted  average 
assessment  rate  that  would  have  been 
needed  to  maintain  a  positive  fund 
balance  throughout  past  crises. 

The  FDIC  proposed  in  the  October 
NPR  a  schedule  of  assessment  rates  that 
would  take  effect  when  the  fund  reserve 
ratio  first  meets  or  exceeds  1.15  percent. 
Pursuant  to  the  FDlC’s  analysis,  this 
schedule  would  produce  a  weighted 
average  assessment  rate  of  the  steady 
assessment  rate  identified  above  of  8.5 
basis  points  (that  is,  the  long-term  rate 


**  Using  June  30,  2010  data,  8.5  basis  points  of  the 
current,  domestic  deposit-based  assessment  base 
would  equal  approximately  5.4  basis  points  of  the 
proposed  assessment  base. 
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needed  to  keep  the  DIF  positive).  That 
proposed  schedule  would  take  effect 
beginning  in  the  next  quarter  after  the 
reserve  ratio  peaches  1.15  percent 
without  the  necessity  of  further  action 
by  the  FDIC’s  Board.  The  rates  would 
remain  in  effect  unless  the  reserve  ratio 
equaled  or  exceeded  2  percent.  The 
FDIC’s  Board  would  retain  its  current 
authority  to  uniformly  adjust  the  total 
base  rate  assessment  schedule  up  or 
down  by  up  to  3  basis  points  without 
further  rulemaking. 


Proposed  Rate  Schedule  Once  the 
Reserve  Ratio  Reaches  1.15  Percent 


In  light  of  the  current  rulemaking,  the 
FDIC  under  its  authority  to'set 
assessments  is  proposing  revisions  to 
those  proposed  rates  commensurate 
with  the  changes  in  the  assessment  base. 
The  proposed  rate  schedules  are 
intended  to  be  revenue  neutral  in  that 
they  anticipate  collecting  approximately 
the  same  amount  of  assessment  revenue 
over  the  same  period  as  the  rate 
schedules  presented  in  the  October 

NPR.15  16 


Once  the  reserve  ratio  reaches  1.15 
percent,  the  October  NPR  proposed  to 
lower  assessment  rates  so  that  the 
average  assessment  rate  would 
approximately  equal  the  long-term 
moderate,  steady  assessment  rate 
discussed  above.  The  table  presented 
below  supersedes  the  table  presented  in 
that  NPR,  and  sets  forth  the  following 
rate  schedule  that  would  be  applied  to 
the  assessment  base  proposed  above: 


Table  4— (Superseding  Table  3  of  the  October  NPR)  Initial  and  Total  Base  Assessment  Rates* 

[Effective  for  the  quarter  beginning  immediately  after  the  quarter  in  which  the  reserve  ratio  meets  or  exceeds  1.15  percent] 


Risk  Category 

1 

Risk  Category 

II 

Risk  Category 

III 

Risk  Category 
IV 

1 _ 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate  . 

3-7 

12 

19 

30 

3-30 

Unsecured  debt  adjustment "  . 

(3.5)-0 

(5)-0 

(5)-0 

(5)-0 

(5)-0 

Brokered  deposit  adjustment . 

0-10 

0-10 

0-10 

0-10 

Total  Base  Assessment  Rate  . 

1.5-7 

7-22 

14-29 

29-40 

1.5^0 

'Total  base  assessment  rates  do  not  include  the  proposed  depository  institution  debt  adjustment. 

"The  unsecured  debt  adjustment  could  not  exceed  the  lesser  of  5  basis  points  or  50  percent  of  an  IDI’s  initial  assessment  rate;  thus,  for  ex¬ 
ample,  an  IDI  with  an  initial  base  assessment  rate  of  3  basis  points  would  have  a  maximum  unsecured  debt  adjustment  of  1 .5  basis  points  and 
could  not  have  a  total  base  assessment  rate  lower  than  1 .5  basis  points. 


Proposed  Rate  Schedule  Once  the 
Reserv'e  Ratio  Reaches  2.0  Percent 

The  October  NPR  also  proposed  rates 
That  would  come  into  effect  without 


further  action  by  the  FDIC  Board  when 
the  fund  reserve  ratio  at  the  end  of  the 
prior  quarter  meets  or  exceeds  2 
percent,  but  is  less  than  2.5  percent. 
Again,  the  FDIC  proposes  to  supersede 


that  rate  schedule  in  line  with  the 
changes  to  the  assessment  base, 
assessment  rates,  and  adjustments 
proposed  in  this  NPR  according  to  the 
following  table: 


Table  5 — (Superseding  Table  4  of  the  October  NPR)  Initial  and  Total  Base  Assessment  Rates 


[Effective  for  any  quarter  when  the  reserve  ratio  for  the  prior  quarter  meets  or  exceeds  2  percent  (but  is  less  than  2.5  percent)] 


1 

1 

Risk  Category  1 
1  1 

^  I 

Risk  Category  ! 
II  ! 

Risk  Category 

III 

Risk  Category 
IV 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate  . 

1 

2-6 

10 

17 

28 

2-28 

Unsecured  debt  adjustment "  . 

(3)-0 

(5)-0 

(5)-0 

(5)-0 

(5)-0 

Brokered  deposit  adjustment  . 

0-10 

0-10 

0-10 

0-10 

Total  Base  Assessment  Rate  . 

1-6 

5-20 

■  12-27 

23-38 

1-38 

'Total  base  assessment  rates  do  not  include  the  proposed  depository  institution  debt  adjustment. 


’5  As  of  June  30.  2010,  the  proposed  assessment 
rates  in  Tables  4,  5  and  6  below  applied  against  the 
proposed  assessment  base  would  have  produced 
relative  diminutions  in  assessment  revenue  almost 
identical  to  the  revenue  estimated  to  be  produced 
by  the  rates  in  the  corresponding  Tables  3,  4  and 
5  of  the  October  NPR. 

In  setting  assessment  rates,  the  FDlC's  Board  of 
Directors  is  required  by  statute  to  consider  the 
following  fatlors: 

(i)  The  estimated  operating  expenses  of  the 
Deposit  Insurance  Fund. 

(ii)  The  estimated  case  resolution  expenses  and 
income  of  the  Deposit  Insurance  Fund. 

(iii)  The  projected  effef:ts  of  the  payment  of 
assessments  on  the  capital  and  earnings  of  insured 
depository  institutions. 

(iv)  The  risk  factors  and  other  factors  taken  into 
account  pursuant  to  section  7(bKl)  of  the  Federal 


Deposit  Insurance  Act  (12  U..S.C  Section  1817(b)(1)) 
under  the  risk-based  assessment  system,  including 
the  requirement  under  section  7(b)(1)(A)  of  the 
Federal  Deposit  Insurance  Act  (12  U.S.C 
1817(b)(1)(A))  to  maintain  a  risk-based  system. 

(v)  Other  factors  the  Board  of  Directors  has  ■ 
determined  to  be  appropriate. 

Section  7(b)(2)  of  the  Federal  Deposit  Insurance 
Act,  12  U.S.C.  1817(b)(2)(B).  The  risk  factors 
referred  to  in  factor  (iv)  include: 

(i)  The  probability  that  the  Deposit  Insurance 
Fund  will  incur  a  loss  with  respect  to  the 
institution,  taking  into  consideration  the  risks 
attributable  to — 

(I)  different  categories  and  concentrations  of 
assets; 

(II)  different  categories  and  concentrations  of 
liabilities,  both  insured  and  uninsured,  contingent 
and  noncontingent;  and 


(III)  any  other  factors  the  Corporation  determines 
are  relevant  to  assessing  such  probability; 

(ii)  the  likely  amount  of  any  such  loss;  and 

(iii)  the  revenue  needs  of  the  Deposit  Insurance 
Fund. 

Section  7(b)(1)(C)  of  the  Federal  Deposit 
Insurance  Act  (12  U.S.C.  1817(b)(1)(C)). 

As  set  forth  in  a  memorandum  to  the  FDIC's 
Board  of  Directors  dated  October  14,  2010 
proposing  that  the  Board  adopt  a  new  Restoration 
Plan  and  authorize  publication  of  the  NPR  on 
Dividends,  Assessment  Rates  and  the  DRR,  and  in 
that  NPR  itself,  the  Board  considered  these  factors. 

’^The  NPR  proposes  that  new  institutions  would 
remain  subject  to  the  assessment  schedule  proposed 
in  Table  5  once  the  reserve  ratio  reaches  l.l.'j 
percent. 
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**The  unsecured  debt  adjustment  could  not  exceed  the  lesser  of  5  basis  points  or  50  percent  of  an  IDI’s  initial  assessment  rate;  thus,  for  ex¬ 
ample,  an  IDI  with  an  initial  assessment  rate  of  2  basis  points  would  have  a  maximum  unsecured  debt  adjustment  of  1  basis  point  and  could  not 
have  a  total  base  assessment  rate  lower  than  1  basis  point. 


Proposed  Rate  Schedule  once  the 
Reserve  Ratio  Reaches  2.5  Percent 

Finally,  the  October  NPR  proposed 
rates  that  would  come  into  effect 


without  further  action  by  the  FDIC 
Board  when  the  fund  reserve  ratio  at  the 
end  of  the  prior  quarter  meets  or 
exceeds  2.5  percent.’®  As  with  the  other 
proposed  rate  schedules,  the  FDIC 


proposes  to  supersede  that  rate  schedule 
in  line  with  the  changes  to  the 
assessment  base,  assessment  rates,  and 
adjustments  proposed  in  this  NPR 
according  to  the  following  table: 


Table  6— (Amending  Table  4  of  the  October  NPR)  Initial  and  Total  Base  Assessment  Rates* 

[Effective  for  any  quartet'when  the  reserve  ratio  for  the  prior  quarter  meets  or  exceeds  2.5  percent] 


Risk  category  i 
1  1 

1 

1 

Risk  category 

II 

Risk  category 
ill 

Risk  category 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate . 

1-5 

9 

15 

25 

1-25 

Unsecured  debt  adjustment**  . 

Brokered  deposit  adjustment . 

(2.5)-0 

(4.5)-0 

0-10 

(5)-0 

0-10 

(5)-0 

1  0-10 

'  (5)-0 

0-10 

Total  Base  Assessment  Rate  . 

0.5-5 

1  4.5-19 

1  10-25 

20-35 

0.5-35 

*  Total  base  assessment  rates  do  not  include  the  proposed  depository  institution  debt  adjustment. 

**The  unsecured  debt  adjustment  could  not  exceed  the  lesser  of  5  basis  points  or  50  percent  of  an  IDI’s  initial  assessment  rate;  thus,  for  ex¬ 
ample,  an  IDI  with  an  initial  assessment  rate  of  1  basis  point  would  have  h  maximum  unsecured  debt  adjustment  of  0.5  basis  points  and  could 
not  have  a  total  base  assessment  rate  lower  than  0.5  basis  points. 


Capital  and  Earnings  Analysis 

The  proposed  assessment  rates  in 
Table  3  change  the  current  assessment 
rate  schedule  such  that  the  new 
proposed  assessment  rate  schedule 
applied  against  the  proposed  assessment 
base  would  result  in  the  collection  of 
assessment  revenue  that  is 
approximately  revenue  neutral.  Thus, 
overall,  the  proposed  rates  and 
proposed  assessment  base  should  have 
no  effect  on  the  capital  and  earnings  of 
the  banking  industry,  although  the 
proposed  rates  would  affect  the  earnings 
and  capital  of  individual  institutions. 
The  great  majority  of  institutions  of  all 
sizes  would  pay  assessments  at  least  5 
percent  lower  than  cmrently  and  would 
thus  have  higher  earnings  and  capital. 
However,  about  36  percent  of  large 
institutions  (those  with  greater  than  $10 
"billion  in  assets)  would  pay  assessments 
at  least  5  percent  higher  than  currently. 

The  remaining  proposed  rate 
schedules  would  take  effect  when  the 
reserve  ratio  reaches  1.15  perceiit,  2 
percent  and  2.5  percent.  In  the  October 
NPR,  the  FDIC  analyzed  the  effect  of  the 
rate  schedules  contained  in  that  NPR  on 
the  capital  and  earnings  of  IDIs.’^  The 
rate  schedules  contained  in  the  current 
NPR  are  intended  to  produce 
approximately  the  same  revenue  as  the 
rate  schedules  in  the  NPR  on  dividends, 
assessment  rates  and  the  DRR. 
Consequently,  the  analysis  of  the  effect 


■'®  See  footnote  18  for  the  assessment  rate 
schedule  applicable  to  new  institutions. 

As  noted  in  an  earlier  footnote,  in  setting 
assessment  rates,  the  FDIC’s  Board  of  Directors  is 


of  the  rate  schedules  on  capital  and 
earnings  contained  in  that  NPR  is 
essentially  applicable  to  the  current 
NPR. 

In  the  October  NPR,  the  FDIC  stated 
that  it  anticipated  that  when  the  reserve 
ratio  exceeds  1.15  percent,  and 
particularly  when  it  exceeds  2  or  2.5 
percent,  the  industry  is  likely  to  be 
prosperous.  Consequently,  the  FDIC 
examined  the  effect  of  the  proposed 
lower  rates  on  the  industry  at  the  end 
of  2006,  when  the  industry  was 
prosperous.  Under  that  scenario, 
reducing  assessment  rates  as  proposed 
when  the  reserve  ratio  reaches  1.15 
percent  would  have  increased  average 
after-tax  income  by  1.25  percent  and 
average  capital  by  0.14  percent. 

Reducing  assessment  rates  as  proposed 
when  the  reserve  ratio  reaches  1.15 
percent  to  the  proposed  rate  schedule 
when  the  reserve  ratio  reaches  2  percent 
would  have  increased  average  after-tax 
income  by  0.62  percent  and  average 
capital  by  0.07  percent.  Similarly, 
reducing  assessment  rates  as  proposed 
when  the  reserve  ratio  reaches  2  percent 
to  the  proposed  rate  schedule  when  the 
reserve  ratio  reaches  2.5  percent  would 
have  increased  average  after-tax  income 
by  0.61  percent  and  average  capital  by 
0.07  percent. 

Effective  Date 

Except  as  specifically  noted  above, 
the  rate  schedule  and  the  other  revisions 


authorized  to  set  assessments  for  IDIs  in  such 
amounts  as  the  Board  of  Directors  may  determine 
to  be  necessary.  12  U.S.C.  1817(b)(2)(A).  In  so 
doing,  the  Board  must  consider  certain  statutorily 


to  the  assessment  rules  would  take 
effect  for  the  quarter  beginning  April  1, 
2011,  and  would  be  reflected  in  the 
invoices  for  assessments  due  September 
30,  2011.  The  FDIC  has  considered  the 
possibility  of  making  the  application  of 
the  new  assessment  base,  the  revised 
assessment  rates,  and  the  changes  to  the 
assessment  rate  adjustments  retroactive 
to  passage  of  tfie  Dodd-Frank  Act. 
However,  as  this  NPR  details, 
implementation  of  the  Act  requires  that 
a  number  of  changes  be  made  to  the  Call 
Report  and  TFR  that  render  such 
consideration  operationally  infeasible. 
Additionally,  retroactively  applying 
such  changes  would  introduce 
significant  legal  complexity  and 
introduce  unacceptable  levels  of 
litigation  risk.  The  FDIC  is  committed  to 
implementing  the  Dodd-Frank  Act  in 
the  most  expeditious  manner  possible 
and  is  contemporaneously  pursuing 
changes  to  the  Call  Report  and  TFR  that 
would  be  necessary  if  this  NPR  is 
adopted.  The  proposed  effective  date  is 
contingent  upon  these  changes  being 
made  and  if  there  is  a  delay  in  changing 
the  Call  Report  and  TFR  that  would 
delay  the  effective  date  of  this  proposed 
rulemaking. 

VI.  Request  for  Comments 

The  FDIC  seeks  comment  on  every 
aspect  of  this  proposed  rulemaking.  In  • 
particular,  the  FDIC  seeks  comment  on 


defined  factors.  12  U.S.C.  1817(b)(2)(B).  As  reflected 
in  the  text,  the  FDIC  has  taken  into  account  all  of 
these  statutory  factors. 
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the  issues  set  out  below.  The  FDIC  asks 
that  commenters  include  the  reasons  for 
their  positions. 

1.  Please  identify  any  operational 
issues  with  the  new  assessment  base 
definition  that  would  argue  for  delaying 
the  proposed  rule  until  changes  can  be 
made  to  bank  reporting  systems. 

2.  The  proposed  rule  uses  the 
accounting  definition  for  total  assets 
found  on  Line  9  of  Schedule  RC-K  of 
the  Call  Report  except  that  all 
institutions  must  report  the  average  of 
the  balances  as  of  the  close  of  business 
for  each  day  during  the  calendar 
quarter.  Is  this  definition  the  best 
definition  of  total  assets  to  use  for  the 
assessment  base?  If  not,  how  should  the 
valuation  of  assets  be  handled?  Is 
reporting  the  average  of  the  balances  as 
of  the  close  of  business  for  each  day 
during  the  calendar  quarter  unduly 
burdensome  for  all  or  some  institutions? 
Should  all  or  some  institutions  be 
allowed  to  report  the  average  of  the 
balances  as  of  the  close  of  business  for 
one  day  each  week  during  the  calendar 
quarter,  as  currently  allowed  under 
Schedule  RC-K? 

3.  Is  the  proposed  definition  of 
average  tangible  equity  appropriate? 
Should  some  other  definition  be  used? 

Is  reporting  the  average  of  tangible 
equity  as  of  the  end  of  each  month  in 
the  calendar  quarterly  unduly 
burdensome?  Is  the  exception  to  this 
requirement  for  small  institutions 
appropriate? 

4.  Is  the  proposed  adjustment  to  the 
assessment  base  for  banker’s  banks 
appropriate? 

5.  Is  the  proposed  definition  of 
custodial  bank  appropriate?  Is  the 
proposed  adjustment  to  the  assessment 
base  appropriate? 

6.  The  proposal  alters  the  unsecured 
debt  adjustment,  making  it  larger  for 
IDIs  that  present  greater  risk  to  the  DIF. 
Is  this  an  appropriate  way  to  encourage 
riskier  IDIs  to  alter  their  funding 
structure  so  that  they  present  less  risk 
to  the  DIF? 

7.  Are  the  modifications  to  the  current 
unsecured  debt  adjustment  reasonable 
in  light  of  the  objective  of  continuing  to 
encourage  institutions  to  issue  this  type 
of  debt? 

8.  Would  it  be  possible  to  increase  the 
assessment  rate  to  account  for  the  long¬ 
term  unsecured  debt  issued  by  IDIs  that 
is  held  by  other  IDIs  in  another  way?  Is 
the  size  of  the  depository  institution 
debt  adjustment  reasonable  and 
appropriate  to  meet  the  policy  goal? 

9.  Should  the  FDIC  consider 
incorporating  an  adjustment  that  would 
take  into  consideration  the  risk  posed  to 
the  DIF  for  institutions  that  have 


director  and  officer  liability  policies 
containing  regulatory  exclusions? 

10.  Are  the  new  rates  appropriate 
given  the  changes  to  the  assessment 
base? 

11.  Is  the  proposed  effective  date  for 
the  changes  to  the  assessment  system 
too  soon  for  IDIs  to  adjust  their 
reporting  systems  to  the  proposed 
reporting  requirements? 

VII.  Regulatory  Analysis  and  Procedure 

A.  Solicitation  of  Comments  on  Use  of 
Plain  Language 

Section  722  of  the  Gramm-Leach- 
Bliley  Act,  Public  Law  106-102,  113 
Stat.  1338,  1471  (Nov.  12,  1999), 
requires  the  Federal  banking  agencies  to 
use  plain  language  in  all  proposed  and 
final  rules  published  after  January  1, 
2000.  The  FDIC  invites  your  comments 
on  how  to  make  this  proposal  easier  to 
understand.  For  example: 

•  Has  the  FDIC  organized  the  material 
to  suit  your  needs?  If  not,  how  could 
this  material  be  better  organized? 

•  Are  the  requirements  in  the 
proposed  regulation  clearly  stated?  If 
not,  how  could  the  regulation  J)e  more 
clearly  stated? 

-  •  Does  the  proposed  regulation 
contain  language  or  jargon  that  is  not 
clear?  If  so,  which  language  requires 
clarification? 

•  Would  a  different  format  (grouping 
and  order  of  sections,  use  of  headings, 
paragraphing)  make  the  regulation 
easier  to  understand?  If  so,  what 
changes  to  the  format  would  make  the 
regulation  easier  to  understand? 

•  What  else  could  the  FDIC  do  to 
make  the  regulation  easier  to 
understand? 

B.  Regulatory  Flexibility  Act 

The  Regulatory  Flexibility  Act  (RFA) 
requires  that  each  Federal  agency  either 
certify  that  a  proposed  rule  would  not, 
if  adopted  in  final  form,  have  a 
significant  economic  impact  on  a 
substantial  number  of  small  entities  or 
prepare  an  initial  regulatory  flexibility 
analysis  of  the  rule  and  publish  the 
analysis  for  comment.^o  Certain  types  of 
rules,  such  as  rules  of  particular 
applicability  relating  to  rates  or 
corporate  or  financial  structures,  or 
practices  relating  to  such  rates  or 
structures,  are  expressly  excluded  from 
the  definition  of  “rule”  for  purposes  of 
the  RFA. 21  However,  the  FDIC  is 
voluntarily  undertaking  a  regulatory 
flexibility  analysis  to  aid  the  public  in 
commenting  on  the  effect  of  the 
proposed  rule  on  small  institutions. 


20 See  5  U.S.C.  603,  604,  605. 
2iSee5  U.S.C.  601. 


As  of  June  30,  2010,  of  the  7,839 
insured  commercial  banks  and  savings 
associations,  there  were  4,299  small 
insured  depository  institutions  as  that 
term  is  defined  for  purposes  of  the  RFA 
(i.e.,  institutions  with  $173  million  or 
less  in  total  assets).  The  proposed  rule 
would  adopt  the  Dodd-Frank  definition 
of  assessment  base  and  alter  assessment 
rates  and  the  adjustments  to  those  rates 
at  the  same  time  that  the  new 
assessment  base  takes  effect.  Under  this 
part  of  the  proposal,  94  percent  of  small 
institutions  would  be  subject  to  lower 
assessments.  In  effect,  the  proposed  rule 
would  decrease  small  institution 
assessments  by  an  average  of  $7,675  per 
quarter  and  would  alter  the  present 
distribution  of  assessments  by  reducing 
the  percentage  of  the  assessments  borne 
by  small  institutions.  As  of  June  30, 

2010,  small  institutions,  as  that  term  is 
defined  for  purposes  of  the  RFA, 
actually  accounted  for  3.7  percent  of 
total  assessments.  Also-as  of  that  date, 
but  applying  the  proposed  assessment 
rates  against  the  proposed  assessment 
base,  small  institutions  would  have 
accounted  for  2.6  percent  of  the  total 
cost  of  insurance  assessments. 

Other  parts  of  the  proposed  rule 
would  progressively  lower  assessment 
rates  when  the  reserve  ratio  reaches  1.15 
percent,  2  percent  and  2.5  percent. 
Pursuant  to  section  605(b)  of  the  RFA, 
the  FDIC  certifies  that  the  proposed  rule 
would  not  have  a  significant  economic 
effect  on  small  entities  unless  and  until 
the  DIF  reserve  ratio  exceeds  specific 
thresholds  of  1.15,  1.5,  2,  and  2.5 
percent.  The  reserve  ratio  is  unlikely  to 
reach  these  levels  for  many  years.  When 
it  does,  the  overall  effect  of  the 
proposed  rule  will  be  positive  for 
entities  of  all  sizes.  All  entities, 
including  small  entities,  will  receive  a 
net  benefit  as  a  result  of  lower 
assessments  paid.  The  rate  reductions  in 
the  proposed  rule  should  not  alter  the 
distribution  of  the  assessment  burden 
between  small  entities  and  all  others.  It 
is  difficult  to  realistically  quantify  the 
benefit  at  the  present  time.  However,  the 
initial  magnitude  of  the  benefit  (when 
the  reserve  ratio  reaches  1.15  percent)  is 
likely  to  be  less  than  a  2  percent 
increase  in  after-tax  income  and  less 
than  a  20  basis  point  increase  in  capital. 

VIII.  Paperwork  Reduction  Act 

No  collections  of  information 
pursuant  to  the  Paperwork  Reduction 
Act  (44  U.S.C.  3501  et  seq.)  are 
contained  in  the  proposed  rule. 
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A.  The  Treasury  and  General 
Government  Appropriations  Act,  1999 — 
Assessment  of  Federal  Regulations  and 
Policies  on  Families 

The  FDIC  has  determined  that  the 
proposed  ride  will  not  affect  family 
well-being  within  the  meaning  of 
section  654  of  the  Treasury  and  General 
Government  Appropriations  Act, 
enacted  as  part  of  the  Omnibus 
Consolidated  and  Emergency 
Supplemental  Appropriations  Act  of 
1999  (Pub.  L.  105-277,  112  Stat.  2681). 

List  of  Subjects  in  12  CFR  Part  327 

Bank  deposit  insurance.  Banks, 
Banking,  Savings  associations. 

For  the  reasons  set  forth  in  the 
preamble  the  FDIC  proposes  to  amend 
chapter  III  of  title  12  of  the  Code  of 
Federal  Regulations  as  follows: 

PART  327— ASSESSMENTS 

1.  The  authority  citation  for  part  327 
is  revised  to  read  as  follows: 

Authority;  12  U.S.C.  1441,  1813,  1815, 
1817-19,  1821. 

2.  Amend  §  327.4  by  revising 
paragraphs  (c)  and  (f)  to  read  as  follows: 

§  327.4  Assessment  rates. 

★  *  ★  *  * 

(c)  Requests  for  review.  An  institution 
that  believes  any  assessment  risk  • 
assignment  provided  by  the  Corporation 
pursuant  to  paragraph  (a)  of  this  section 
is  incorrect  and  seeks  to  change  it  must 
submit  a  written  request  for  review  of 
that  risk  assignment.  An  institution 
cannot  request  review  through  this 
process  of  the  CAMELS  ratings  assigned 
by  its  primary  Federal  regulator  or 
challenge  the  appropriateness  of  any 
such  rating:  each  Federal  regulator  has 
established  procedures  for  that  purpose. 
An  institution  may  also  request  review 
of  a  determination  by  the  FDIC  to  assess 
the  institution  as  a  large,  highly 
complex,  or  a  small  institution 
(§  327.9(d)(9))  or  a  determination  by  the 
FDIC  that  the  institution  is  a  new 
institution  (§  327.9(d)(l0)).  Any  request 
for  review  must  be  submitted  within  90 
days  from  the  date  the  assessment  risk 
assignment  being  challenged  pursuant 
to  paragraph  (a)  of  this  section  appears 
on  the  institution’s  quarterly  certified 
statement  invoice.  The  request  shall  be 
submitted  to  the  Corporation’s  Director 
of  the  Division  of  Insurance  and 
Research  in  Washington,  DC,  and  shall 
include  documentation  sufficient  to 
support  the  change  sought  by  the 
institution.  If  additional  information  is 
requested  by  the  Corporation,  such 
information  shall  be  provided  by  the 
institution  within  21  days  of  the  date  of 


the  request  for  additional  information. 
Any  institution  submitting  a  timely 
request  for  review  will  receive  written 
notice  from  the  Corporation  regarding 
the  outcome  of  its  request.  Upon 
completion  of  a  review,  the  Director  of 
the  Division  of  Insurance  and  Research 
(or  designee)  or  the  Director  of  the 
Division  of  Supervision  apd  Consumer 
Protection  (or  designee)  or  any 
successor  divisions,  as  appropriate, 
shall  promptly  notify  the  institution  in 
writing  of  his  or  her  determination  of 
whether  a  change  is  warranted.  If  the 
institution  requesting  review  disagrees 
with  that  determination,  it  may  appeal  . 
to  the  FDIC’s  Assessment  Appeals 
Committee.  Notice  of  the  procedures 
applicable  to  appeals  will  be  included 
with  the  written  determination. 
***** 

(f)  Effective  date  for  changes  to  risk 
assignment.  Changes  to  an  insured 
institution’s  risk  assignment  resulting 
from  a  supervisory  ratings  change 
become  effective  as  of  the  date  of 
written  notification  to  the  institution  by 
its  primary  Federal  regulator  or  state 
authority  of  its  supervisory  rating  (even 
when  the  CAMELS  component  ratings 
have  not  been  disclosed  to  the 
institution),  if  the  FDIC,  after  taking  into 
account  other  information  that  could 
affect  the  rating,  agrees  with  the  rating. 

If  the  FDIC  does  not  agree,  the  FDIC  will 
notify  the  institution  of  the  FDIC’s 
supervisory  rating;  resulting  changes  to 
an  insured  institution’s  risk  assignment 
become  effective  as  of  the  date  of 
.  written  notification  to  the  institution  by 
the  FDIC. 

***** 

3.  Revise  §  327.5  to  read  as  follows: 

§  327.5  Assessment  base. 

(a)  Assessment  base  for  all  insured 
depository  institutions.  Except  as 
provided  in  paragraphs  (b),  (c),  aad  (d) 
of  this  section,  the  assessment  base  for 
an  insured  depository  institution  shall 
equal  the  average  consolidated  total 
assets  of  the  insured  depository 
institution  during  the  assessment  period 
minus  the  average  tangible  equity  of  the 
insured  depository  institution  during 
the  assessrnent  period. 

(1)  Average  consolidated  total  assets 
defined  and  calculated.  Average 
consolidated  total  assets  is  defined  in 
the  schedule  of  quarterly  averages  in  the 
Consolidated  Reports  of  Condition  and 
Income,  using  a  daily  averaging  method. 
The  amounts  to  be  reported  as  daily 
averages  are  the  sum  of  the  gross 
amounts  of  consolidated  total  assets  for 
each  calendar  day  during  the  quarter 
divided  by  the  number  of  calendar  days 
in  the  quarter.  For  days  that  an  office  of 


the  reporting  institution  (or  any  of  its 
.subsidiaries  or  branches)  is  closed  (e.g., 
Saturdays,  Sundays,  or  holidays),  the 
amounts  outstanding  from  the  previous 
business  day  would  be  used.  An  office 
is  considered  clo.sed  if  there  are  no 
transactions  posted  to  the  general  ledger 
as  of  that  date.  For  institutions  that 
begin  operating  during'the  calendar 
quarter,  the  amounts  to  be  reported  as 
daily  averages  are  the  sum  of  the  gross 
amounts  of  consolidated  total  as.sets  for 
each  calendar  day  the  institution  was 
operating  during  the  quarter  divided  by 
the  number  of  calendar  days  the 
in.stitution  was  operating  during  the 
quarter. 

(2)  Average  tangible  equity  defined 
and  calculated.  Tangible  equity  is 
defined  in  the  schedule  of  regulatory 
capital  as  Tier  1  capital.  The  definition 
of  Tier  1  capital  is  to  be  determined 
pursuant  to  the  definition  the  Report  of 
Condition  or  Thrift  Financial  Report  (or 
any  successor  reports)  instructions  as  of 
the  assessment  period  for  which  the 
assessment  is  being  calculated. 

(i)  Galculation  of  average  tangible 
equity.  Except  as  provided  in  paragraph 
(a)(2}(ii)  of  this  section,  average  tangible 
equity  shall  be  calculated  using  monthly 
averaging.  Monthly  averaging  means  the 
average  of  the  three  month-end  balances 
within  the  quarter. 

(ii)  Alternate  calculation  of  average 
tangible  equity.  Institutions  that 
reported  less  than  $1  billion  in  quarter- 
end  total  consolidated  assets  on  their 
March  31,  2011  Reports  of  Condition  or 
Thrift  Financial  Reports  may  report 
average  tangible  equity  using  an  end-of- 
quarter  balance  or  may  at  any  time  opt 
permanently  to  report  average  tangible 
equity  using  a  monthly  average  balance. 
An  institution  that  reports  average 
tangible  equity  using  an  end-of-quarter 
balance  and  reports  average  daily 
consolidated  assets  of  $1  billion  or  more 
for  two  consecutive  quarters  shall 
permanently  report  average  tangible 
equity  using  monthly  averaging  starting 
in  the  next  quarter. 

(3)  Consolidated  subsidiaries. 

(i)  Data  for  reporting  from 
consolidated  subsidiaries.  Insured 
depository  institutions  may  use  data 
that  are  up  to  93  days  old  for 
consolidated  subsidiaries  when 
reporting  daily  average  consolidated 
total  assets.  Insured  depository 
institutions  may  use  either  daily  average 
asset  values  for  the  consolidated 
subsidiary  for  the  current  quarter  or  for 
the  prior  quarter  (that  is,  data  that  are 
up  to  93  days  old),  but,  once  chosen, 
insured  depository  institutions  cannot 
change  the  reporting  method  from 
quarter  to  quarter.  Similarly,  insured 
depository  institutions  may  use  data  for 
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the  current  quarter  or  data  that  are  up 
to  93  days  old  for  consolidated 
subsidiaries  when  reporting  tangible 
equity  values.  Once  chosei),  however, 
insured  depository  institutions  cannot 
change  the  reporting  method  from 
quarter  to  quarter. 

(ii)  Reporting  for  insured  depository 
institutions  with  consolidated  insured 
depositor}'  subsidiaries.  Insured 
depository  institutions  that  consolidate 
other  insured  depository  institutions  for 
financial  reporting  purposes  shall  report 
daily  average  consolidated  total  assets 
and  tangible  equity  without 
consolidating  their  insured  depository 
institution  subsidiaries  into  the 
calculations.  Investments  in  insured 
depository  institution  subsidiaries 
should  be  included  in  total  assets  using 
the  equity  method  of  accounting. 

(b)  Assessment  base  for  banker’s  . 
banks.  (1)  Bankers  bank  defined.  A 
banker’s  bank  for  purposes  of 
calculating  deposit  insurance 
assessments  shall  meet  the  definition  of 
banker’s  bank  set  forth  in  12  U.S.C.  24. 

(2)  Self-certification.  Institutions  that 
meet  the  requirements  of  paragraph 
(b)(1)  of  this  section  shall  so  certify  each 
quarter  on  the  Consolidated  Reports  of 
Condition  and  Income  or  Thrift 
Financial  Report  to  that  effect. 

(3)  Assessment  base  calculation  for 
banker’s  banks.  A  banker’s  bank  shall 
pay  deposit  insurance  assessments  on 
its  assessment  base  as  calculated  in 
paragraph  (a)  of  this  section  provided 
that  it  conducts  50  percent  or  more  of 
its  business  with  entities  other  than  its 
peirent  holding  company  or  entities 
other  than  those  controlled  either 
directly  or  indirectly  (under  the  Bank 
Holding  Company  Act  or  Home  Owners’ 
Loan  Act)  by  its  parent  holding 
company,  the  FDIC  will  exclude  from 
that  assessment  base  the  daily  average 
reserve  balances  passed  through  to  the 
Federal  Reserve,  the  daily  average 
reserve  balances  held  at  the  Federal 
Reserve  for  its  own  account,  and  the 
daily  average  amount  of  its  Federal 
funds  sold,  but  in  no  case  shall  the 
amount  excluded  exceed  the  sum  of  the 
bank’s  daily  average  amount  of  total 
deposits  of  commercial  banks  and  other 
depository  institutions  in  the  United 
States  and  the  daily  average  amount  of 
its  Federal  funds  purchased. 

(c)  Assessment  base  for  custodial 
banks.  (1)  Custodial  bank  defined.  A 
custodial  bank  for  purposes  of 
calculating  deposit  insurance 
assessments  shall  be  an  insured 
depository  institution  with  previous 
calendar-year  custody  and  safekeeping 
assets  of  at  least  $50  billion  or  an 
insured  depository  institution  that 
derived  more  than  50  percent  of  its  total 


revenue  from  custody  and  safekeeping 
activities  over  the  previous  calendar 
year. 

(2)  Assessment  base  calculation  for 
custodial  banks.  A  custodial  bank  shall 
pay  deposit  insurance  assessments  on 
its  assessment  base  as  calculated  in 
paragraph  (a)  of  this  section,  but  the 
FDIC  will  exclude  from  that  assessment 
base  the  daily  average  amount  of  highly 
liquid,  short-term  assets  (i.e.,  assets  with 
a'  Basel  risk  weighting  of  20  percent  or 
less  and  a  stated  maturity  date  of  30 
days  or  less),  subject  to  the  limitation 
that  the  daily  average  value  of  these 
assets  cannot  exceed  the  daily  average 
value  of  the  deposits  identified  by  the 
institution  as  being  held  in  a  custody 
and  safekeeping  account. 

(d)  Assessment  base  for  insured 
branches  of  foreign  banks.  Average 
consolidated  total  assets  for  an  insured 
branch  of  a  foreign  bank  is  defined  as 
total  assets  of  the  branch  (including  net 
due  from  related  depository  institutions) 
in  accordance  with  the  schedule  of 
assets  and  liabilities  in  the  Report  of 
Assets  and  Liabilities  of  U.S.  Branches 
and  Agencies  of  Foreign  Banks  as  of  the 
assessment  period  for  which  the 
assessment  is  being  calculated,  but 
measured  using  the  definition  for 
reporting  total  assets  in  the  schedule  of 
quarterly  averages  in  the  Consolidated 
Reports  of  Condition  and  Income,  and 
calculated  using  a  daily  av^eraging 
method.  Tangible  equity  for  an  insured 
branch  of  a  foreign  bank  is  eligible 
assets  (determined  in  accordance  with 

§  347.210  of  the  FDIC’s  regulations)  less 
the  book  value  of  liabilities  (exclusive  of 
liabilities  due  to  the  foreign  bank’s  head 
office,  other  branches,  agencies,  offices, 
or  wholly  owned  subsidiaries) 
calculated  on  a  monthly  or  end-of- 
quarter  basis. 

(e)  Newly  insured  institutions.  A 
newly  insured  institution  shall  pay  an 
assessment  for  the  assessment  period 
during  which  it  became  insured.  The 
FDIC  will  prorate  the  newly  insured 
institution’s  assessment  amount  to 
reflect  the  number  of  days  it  was 
insured  during  the  period. 

4.  Revise  §  327.6  to  read  as  follows: 

§  327.6  Mergers  and  consolidations;  other 
terminations  of  insurance. 

(a)  Final  quarterly  certified  invoice  for 
acquired  institution.  An  institution  that 
is  not  the  resulting  or  surviving 
institution  in  a  merger  or  consolidation 
must  file  a  report  of  condition  for  every 
assessment  period  prior  to  the 
assessment  period  in  which  the  merger 
or  consolidation  occurs.  The  smviving 
or  resulting  institution  shall  be 
responsible  for  ensuring  that  these 
reports  of  condition  are  filed  and  shall 


be  liable  for  any  unpaid  assessments  on 
the  part  of  the  institution  that  is  not  the 
resulting  or  surviving  institution. 

(b)  Assessment  for  quarter  in  which 
the  merger  or  consolidation  occurs.  For 
an  assessment  period  in  which  a  merger 
or  consolidation  occurs,  total 
consolidated  assets  for  the  surviving  or 
resulting  institution  shall  include  the 
total  consolidated  assets  of  all  insured 
depository  institutions  that  are  parties 
to  the  merger  or  consolidation  as  if  the 
merger  or  consolidation  occurred  on  the 
first  day  of  the  quarter.  Tier  1  capital 
shall  be  reported  in  the  same  manner. 

(c)  Other  termination.  When  the 
insured  status  of  an  institution  is 
terminated,  and  the  deposit  liabilities  of 
such  institution  are  not  assumed  by 
another  insured  depository  institution — 

(1)  Payment  of  assessments;  quarterly 
certified  statement  invoices.  The 
depository  institution  whose  insured 
status  is  terminating  shall  continue  to 
file  and  certify  its  quarterly  certified 
statement  invoice  and  pay  assessments 
for  the  assessment  period  its  deposits 
are  insured.  Such  institution  shall  not 
be  required  to  certify  its  quarterly 
certified  statement  invoice  and  pay 
further  assessments  after  it  has  paid  in 
full  its  deposit  liabilities  and  the 
assessment  to  the  Corporation  required 
to  be  paid  for  the  assessment  period  in 
which  its  deposit  liabilities  are  paid  in 
full,  and  after  it,  under  applicable  law, 
goes  out  of  business  or  transfers  all  or 
substantially  all  of  its  assets  and 
liabilities  to  other  institutions  or 
otherwise  ceases  to  be  obliged  to  pay 
subsequent  assessments. 

(2)  Payment  of  deposits;  certification 
to  Corporation.  When  the  deposit 
liabilities  of  the  depository  institution 
have  been  paid  in  full,  the  depository 
institution  shall  certify  to  the 
Corporation  that  the  deposit  liabilities 
have  been  paid  in  full  and  give  the  date 
of  the  final  payment.  When  the 
depository  institution  has  unclaimed 
deposits,  the  certification  shall  further 
state  the  amount  of  the  unclaimed 
deposits  and  the  disposition  made  of  the 
funds  to  be  held  to  meet  the  claims.  For 
assessment  purposes,  the  following  will 
be  considered  as  payment  of  the 
unclaimed  deposits: 

(i)  The  transfer  of  cash  funds  in  an 
amount  sufficient  to  pay  the  unclaimed 
and  unpaid  deposits  to  the  public 
official  authorized  by  law  to  receive  the 
same;  or 

(ii)  If  no  law  provides  for  the  transfer 
of  funds  to  a  public  official,  the  transfer 
of  cash  funds  or  compensatory  assets  to 
an  insured  depository  institution  in  an 
amount  sufficient  to  pay  the  unclaimed 
and  unpaid  deposits  in  consideration 
for  the  assumption  of  the  deposit 
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obligations  by  the  insured  depository 
institution. 

(3)  Notice  to  depositors,  (i)  The 
depository  institution  whose  insured 
status  is  terminating  shall  give  sufficient 
advance  notice  of  the  intended  transfer 
to  the  owners  of  the  unclaimed  deposits 
to  enable  the  depositors  to  obtain  their 
deposits  prior  to  the  transfer.  The  notice 
shall  be  mailed  to  each  depositor  and 
shall  be  published  in  a  local  newspaper 
of  general  circulation.  The  notice  shall 
advise  the  depositors  of  the  liquidation 
of  the  depository  institution,  request 
them  to  call  for  and  accept  payment  of 
their  deposits,  and  state  the  disposition 
to  be  made  of  their  deposits  if  they"  fail 
to  promptly  claim  the  deposits. 

(ii)  If  the  unclaimed  and  unpaid 
deposits  are  disposed  of  as  provided  in 
paragraph  (c)(2)(i)  of  this  section,  a 
certified  copy  of  the  public  official’s 
receipt  issued  for  the  funds  shall  be 
furnished  to  the  Corporation. 

(iii)  If  the  unclaimed  and  unpaid 
deposits  are  disposed  of  as  provided  in 
paragraph  (c)(2Kii)  of  this  section,  an 
affidavit  of  the  publication  and  of  the 
mailing  of  the  notice  to  the  depositors, 
together  with  a  copy  of  the  notice  and 
a  certified  copy  of  the  contract  of 
assumption,  shall  be  furnished  to  the 
Corporation. 

(4)  Notice  to  Corporation.  The 
depository  institution  whose  insured 
status  is  terminating  shall  advise  the 
Corporation  of  the  date  on  which  it  goes 
out  of  business  or  transfers  all  or 
substantially  all  of  its  assets  and 
liabilities  to  other  institutions  or 
otherwise  ceases  to  be  obligated  to  pay 
subsequent  assessments  and  the  method 
whereby  the  termination  has  been 
effected. 

(d)  Resumption  of  insured  status 
before  insurance  of  deposits  ceases.  If  a 
depository  institution  whose  insured 
status  has  been  terminated  is  permitted 
by  the  Corporation  to  continue  or 
resume  its  status  as  an  insured 
depository  institution  before  the 
insurance  of  its  deposits  has  ceased,  the 
institution  will  be  deemed,  for  ' 
assessment  purposes,  to  continue  as  an 
insured  depository  institution  and  must 
thereafter  file  and  certih^  its  quarterly ' 
certified  statement  invoices  and  pay 
assessments  as  though  its  insured  status 
had  not  been  terminated.  The  procedure 
for  applying  for  the  continuance  or 
resumption  of  insured  status  is  set  forth 
in  §  303.248  of  this  chapter. 

5.  Amend  §  327.8  by:  ^ 

A.  Removing  paragraphs  (e)  and  (f); 

B.  Redesignating  paragraphs  (g) 
through  (s)  as  paragraphs  (e)  through  (q) 
respectively; 


C.  Revising  newly  redesignated 
paragraphs  (e),  (f),  (g),  (k),  (1),  (m),  (n), 

(o),  and  (p); 

D.  Adding  new  paragraphs  (r),  (s),  (t), 
and  (u)  to  read  as  follows: 

§  327.8  Definitions. 

•k  if  "k  ic  -k 

(e)  Small  institution.  An  insured 
depository  institution  with  assets  of  less 
than  $10  billion  as  of  December  31, 

2006,  and  an  insured  branch  of  a  foreign 
institution  shall  he  classified  as  a  small 
institution.  If,  after  December  31,  2006, 
an  institution  classified  as  large  under 
paragraph  (f)  of  this  section  (other  than 
an  institution  classified  as  large  for 
purposes  of  §  327.9(d)(9))  reports  assets 
of  less  than  $10  billion  in  its  quarterly 
reports  of  condition  for  four  consecutive 
quarters,  the  FDIC  will  reclassify  the 
institution  as  small  beginning  the 
following  quarter. 

(f)  Large  institution. 'An  institution 
classified  as  large  for  purposes  of 

§  327.9(d)(9)  or  an  insured  depository 
institution  with  assets  of  $10  billion  or 
more  as  of  December  31,  2006  (other 
than  an  insured  branch  of  a  foreign  bank 
or  a  highly  complex  institution)  shall  be 
classified  as  a  large  institution.  If,  after 
December  31,  2006,  an  institution 
classified  as  small  under  paragraph  (e) 
of  this  section  reports  assets  of  $10 
billion  or  more  in  its  quarterly  reports 
of  condition  for  four  consecutive 
quarters,  the  FDIC  will  reclassify  the 
institution  as  large  beginning  the 
following  quarter. 

(g)  Highly  complex  institution.  A 
highly  complex  institution  is  an  insured 
depository  institution  (excluding  a 
credit  card  bank)  with  greater  than  $50 
billion  in  total  assets  for  at  least  four 
consecutive  quarters  that  is  controlled 
by  a  parent  company  with  more  than 
$500  billion  in  total  assets  for  four 
consecutive  quarters,  or  controlled  by 
one  or  more  intermediate  parent 
companies  that  are  controlled  hy  a 
holding  coiTlpany  with  more  than  $500 
billion  in  assets  for  four  consecutive 
quarters,  or  a  processing  bank  or  trust 
company  that  has  had  $10  billion  or 
more  in  total  assets  for  at  least  four  ' 
consecutive  quarters.  If,  after  December 
31,  2010,  an  institution  cl  assified  as 
highly  complex  falls  belcw  $50  billion 
in  total  assets  in  its  quarterly  reports  of 
condition  for  four  consecutive  quarters, 
or  its  parent  company  or  companies  fall 
below  $500  billion  in  total  assets  for 
four  consecutive  quarters,  or  a 
processing  bank  or  trust  company  falls 
below  $10  billion  in  total  assets  in  its 
quarterly  reports  of  condition  for  four 
consecutive  quarters,  the  FDIC  will 


reclassify  the  institution  beginning  the 
following  quarter. 

k  k  k  k  _  k 

(k)  Established  depository  institution. 
An  established  insured  depository 
institution  is  a  bank  or  savings 
association  that  has  been  federally 
insured  for  at  least  five  years  as  of  the 
last  day  of  any  quarter  for  which  it  is 
being  assessed. 

(l)  Merger  or  consolidation  involving 
new  and  established  institution(s). 
Subject  to  paragraphs  (k)(2),  (3),  (4),  and 

(5)  of  this  section  and  §  327.9(d)(10)(iii), 

(iv),  when  an  established  institution 
merges  into  or  consolidates  with  a  new 
institution,  the  re.sulting  institution  is  a 
new  institution  unless: 

(1)  The  assets  of  the  established 
institution,  as  reported  in  its  report  of 
condition  for  the  quarter  ending 
immediately  before  the  merger, 
exceeded  the  assets  of  the  new 
institution,  as  reported  in  its  report  of 
condition  for  the  quarter  ending 
immediately  before  the  merger;  and 

(ii)  Substantially  all  of  the 
management  of  the  established 
institution  continued  as  management  of 
the  resulting  or  surviving  institution. 

(2)  Consolidation  involving 
established  institutions.  When 
established  institutions  consolidate,  the 
resulting  institution  is  an  established 
institution. 

(3)  Grandfather  exception.  If  a  new 
institution  merges  into  an  established 
institution,  and  the  merger  agreement 
was  entered  into  on  or  before  July  11, 
2006,  the  resulting  institution  shall  be 
deemed  to  be  an  established  institution 
for  purposes  of  this  part. 

(4)  Subsidiary  exception.  Subject  to 
paragraph  (k)(5)  of  this  section,  a  new 
institution  will  be  considered 
established  if  it  is  a  wholly  owned 
subsidiary  of: 

(i)  A  company  that  is  a  bank  holding 
company  under  the  Bank  Holding 
Company  Act  of  1956  or  a  savings  and 
loan  holding  company  under  the  Home 
Owners’  Loan  Act.  and: 

(A)  At  least  one  eligible  depository 
institution  (as ‘defined  in  12  CFR 
303. 2(r))  that  is  owned  by  the  holding 
company  has  been  chartered  as  a  bank 
or  savings  association  for  at  least  five 
years  as  of  the  date  that  the  otherwise 
new'  institution  was  established;  and 

■  (B)  The  holding  company  has  a 
composite  rating  of  at  least  “2”  for  bank 
holding  companies  or  an  above  average 
or  “A”  rating  for  savings  and  loan 
holding  companies  and  at  least  75 
percent  of  its  insured  depository 
institution  assets  are  assets  of  eligible 
depository  institutions,  as  defined  in  12 
CFR  303. 2(r);  or  ,  < 
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(ii)  An  eligible  depository  institution, 
as  defined  in  12  CFR  303. 2(r),  that  has 
been  chartered  as  a  bank  or  savings 
association  for  at  least  five  years  as  of 
the  date  that  the  otherwise  new 
institution  was  established. 

(5)  Effect  of  credit  union  conversion. 

In  determining  whether  an  insmed 
depository  institution  is  new  or 
established,  the  FDIC  will  include  any 
period  of  time  that  the  institution  was 
a  federally  insured  credit  union. 

(l)  Risk  assignment.  For  all  small 
institutions  and  insured  branches  of 
foreign  banks,  risk  assignment  includes 
assignment  to  Risk  Category  1,  II,  III,  or 
rV,  and,  within  Risk  Category  1, 
assignment  to  an  assessment  rate  or 
rates.  For  all  large  institutions  and 
highly  complex  institutions,  risk 
assignment  includes  assignment  to  an 
assessment  rate  or  rates. 

(m)  Unsecured  debt.  For  purposes  of 
the  unsecured  debt  adjustment  as  set 
forth  in  §  327.9(dK6)  and  the  depository 
institution  debt  adjustment  as  set  forth 
in  §  327.9(d)(7),  unsecured  debt  shall 
include  senior  unsecured  liabilities  and 
subordinated  debt. 

(n)  Senior  unsecured  liability.  For 
purposes  of  the  unsecured  debt 
adjustment  as  set  forth  in  §  327.9(d)(6) 
and  the  depository  institution  debt 
adjustment  as  set  forth  in  §  327.9(d)(7), 
senior  unsecured  liabilities  shall  be  the 
unsecured  portion  of  other  borrowed 
money  as  defined  in  the  quarterly  report 
of  condition  for  the  reporting  period  as 
defined  in  paragraph  (b)  of  this  section, 
but  shall  not  include  any  senior 
unsecured  debt  that  the  FDIC  has 
guaranteed  under  the  Temporary 
Liquidity  Guarantee  Program,  12  CFTi 
part  370. 

(o)  Subordinated  debt.  For  purposes 
of  the  unsecured  debt  adjustment  as  set 
forth  in  §  327.9(d)(6)  and  the  depository 
institution  debt  adjustment  as  set  forth 
in  §  327.9(d)(7),  subordinated  debt  shall 
be  as  defined  in  the  quarterly  report  of 
condition  for  the  reporting  period; 
however,  subordinated  debt  shall  also 
include  limited-life  preferred  stock  as 
defined  in  the  quarterly  report  of 
condition  for  the  reporting  period. 

(p)  Long-term  unsecured  debt.  For 
purposes  of  the  unsecured  debt 
adjustment  as  set  forth  in  §  327.9(d)(6) 
and  the  depository  institution  debt 
adjustment  as  set  forth  in  §  327.9(d)(7), 
long-term  unsecured  debt  shall  be 
unsecured  debt  with  at  least  one  year 
remaining  until  maturity. 
***** 

(r)  Parent  holding  company — A  parent 
holding  company  is  a  bank  holding 
company  under  the  Bank  Holding 
Company  Act  of  1956  or  a  savings  and 


loan  holding  company  under  the  Home 
Owners’  Loan  Act. 

(s)  Processing  bank  or  trust  company. 

A  processing  bank  or  trust  company  is 
an  institution  whose  non-lending 
interest  income,  fiduciary  revenues,  and 
investment  banking  fees,  combined, 
exceed  50  percent  of  total  revenues  (and 
its  fiduciary  revenues  are  non-zero),  and 
has  had  $10  billion  or  more  in  total 
assets  for  at  least  four  consecutive 
quarters. 

(t)  Credit  card  bank.  A  credit  card 
bank  is  a  bank  for  which  credit  card 
plus  securitized  receivables  exceed  50 
percent  of  assets  plus  securitized, 
receivables. 

(u)  Control.  Control  has  the  same 
meaning  as  in  section  2  of  the  Bank 
Holding  Compemy  Act  of  1956, 12 
U.S.C.  1841(a)(2). 

6.  Revise  §  327.9  to  read  as  follows: 

§  327.9  Assessment  risk  categories  and 
pricing  methods. 

(a)  Risk  Categories.  Each  small 
insured  depository  institution  and  each 
insured  branch  of  a  foreign  bank  shall 
be  assigned  to  one  of  the  following  four 
Risk  Categories  based  upon  the 
institution’s  capital  evaluation  and 
supervisory  evaluation  as  defined  in 
this  section. 

(1)  Risk  Category  I.  Small  institutions 
in  Supervisory  Group  A  that  are  Well 
Capitalized; 

(2)  Risk  Category  II.  Small  institutions 
in  Supervisory  Group  A  that  are 
Adequately  Capitalized,  and  institutions 
in  Supervisory  Group  B  that  are  either 
Well  Capitalized  or  Adequately 
Capitalized; 

(3)  Risk  Category  III.  Small 
institutions  in  Supervisory  Groups  A 
and  B  that  are  Undercapitalized,  and 
institutions  in  Supervisory  Group  C  that 
are  Well  Capitalized  or  Adequately 
Capitalized;  and 

(4)  Risk  Category  IV.  Small 
institutions  in  Supervisory  Group  C  that 
are  Undercapitalized. 

(b)  Capital  evaluations.  Each  small 
institution  and  each  insured  branch  of 
a  foreign  bank  will  receive  one  of  the 
following  three  capital  evaluations  on 
the  basis  of  data  reported  in  the 
institution’s  Consolidated  Reports  of 
Condition  and  Income,  Report  of  Assets 
and  Liabilities  of  U.S.  Branches  and 
Agencies  of  Foreign  Banks,  or  Thrift 
Financial  Report  dated  as  of  March  31 
for  the  assessment  period  beginning  the 
preceding  January  1;  dated  as  of  June  30 
for  the  assessment  period  beginning  the 
preceding  April  1;  dated  as  of 
September  30  for  the  assessment  period 
beginning  the  preceding  July  1;  and  . 
dated  as  of  December  31  for  the 


assessment  period  beginning  the 
preceding  October  1. 

(1)  Well  Capitalized,  (i)  Except  as 
provided  in  paragraph  (b)(l)(ii)  of  this 
section,  a  Well  Capitalized  institution  is 
one  that  satisfies  each  of  the  following 
capital  ratio  standards:  Total  risk-based 
ratio,  10.0  percent  or  greater;  Tier  1  risk- 
based  ratio,  6.0  percent  or  greater;  and 
Tier  1  leverage  ratio,  5.0  percent  or 
greater. 

(ii)  For  purposes  of  this  section,  an 
insured  branch  of  a  foreign  bank  will  be 
deemed  to  be  Well  Capitalized  if  the 
insured  branch: 

(A)  Maintains  the  pledge  of  assets 
required  under  §  347.209  of  this  chapter; 
and 

(B)  Maintains  the  eligible  assets 
prescribed  under  §  347.210  of  this 
chapter  at  108  percent  or  more  of  the, 
average  book  value  of  the  insured 
branch’s  third-party  liabilities  for  the 
quarter  ending  on  the  report  date 
specified  in  paragraph  (b)  of  this 
section. 

(2)  Adequately  Capitalized,  (i)  Except 
as  provided  in  paragraph  (b)(2)(ii)  of 
this  section,  an  Adequately  Capitalized 
institution  is  one  that  does  not  satisfy 
the  standards  of  Well  Capitalized  under 
this  paragraph  but  satisfies  each  of  the 
following  capital  ratio  standards:  Total 
risk-based  ratio,  8.0  percent  or  greater; 
Tier  1  risk-based  ratio,  4.0  percent  or 
greater;  and  Tier  1  leverage  ratio,  4.0 
percent  or  greater. 

(ii)  For  purposes  of  this  section,  an 
insured  branch  of  a  foreign  bank  will  be 
deemed  to  be  Adequately  Capitalized  if 
the  insured  branch: 

(A)  Maintains  the  pledge  of  assets 
required  under  §  347.209  of  this  chapter; 
and 

(B)  Maintains  the  eligible  assets 
prescribed  under  §  347.210  of  this 
chaptei:  at  106  percent  or  more  of  the 
average  book  value  of  the  insured 
branch’s  third-party  liabilities  for  the 
quarter  ending  on  the  report  date 
specified  in  paragraph  (b)  of  this 
section;  and 

(C)  Does  not  meet  the  definition  of  a 
Well  Capitalized  insured  branch  of  a 
foreign  bqnk. 

(3)  Undercapitalized.  An 
undercapitalized  institution  is  one  that 
does  not  qualify  as  either  Well 
Capitalized  or  Adequately  Capitalized 
under  paragraphs  (b)(1)  and  (b)(2)  of  this 
section.' 

(c)  Supervisory  evaluations.  Each 
small  institution  and  each  insured 
branch  of  a  foreign  bank  will  be 
assigned  to  one  of  three  Supervisory 
Groups  based  on  the  Corporation’s 
consideration  of  supervisory  evaluations 
provided  by  the, institution’s  primary 
Federal  regulator.  The  sqpervisory  ,  j 
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evaluations  include  the  results  of 
examination  findings  by  the  primary  v 
Federal  regulator,  as  well  as  other 
information  that  the  primary  Federal 
regulator  determines  to  be  relevant.  In 
addition,  the  Corporation  will  take  into 
consideration  such  other  information 
(such  as  state  examination  findings,  as 
appropriate)  as  it  determines  to  be 
relevant  to  the  institution’s  financial 
condition  and  the  risk  posed  to  the 
Deposit  Insurance  Fund.  The  three 
Supervisory  Groups  are: 

(1)  Supervisory  Group  “A.”  This 
Supervisory  Group  consists  of 
financially  sound  institutions  with  only 
a  few  minor  weaknesses; 

(2)  Supervisory  Group  “B.”  This 
Supervisory  Group  consists  of 
institutions  that  demonstrate 
weaknesses  which,  if  not  corrected, 
could  result  in  significant  deterioration 
of  the  institution  and  increased  risk  of 
loss  to  the  Deposit  Insurance  Fund;  and 

(3)  Supervisory  Group  “C.”  This 
Supervisory  Group  consists  of 
institutions  that  pose  a  substantial 
probability  of  loss  to  the  Deposit 
Insurance  Fund  unless  effective 
corrective  action  is  taken. 

(d)  Determining  Assessment  Rates  for 
Insured  Depository  Institutions.  A  small 
insured  depository  institution  in  Risk 
Category  I  shall  have  its  initial  base 
assessment  rate  determined  using  the 


financial  ratios  method  set  forth  in 
paragraph  (dKl)  of  this  section.  An 
insured  bremch  of  a  foreign  bank  in  Risk 
Category  I  shall  have  its  assessment  rate 
determined  using  the  weighted  average 
ROCA  component  rating  method  set 
forth  in  paragraph  (d)(2)  of  this  section. 
A  large  insured  depository  institution 
shall  have  its  initial  base  assessment 
rate  determined  using  the  large 
institution  method  set  forth  in 
paragraph  (d)(3)  of  this  section.  A  highly 
complex  insured  depository  institution 
shall  have  its  initial  base  assessment 
rate  determined  using  the  highly 
complex  institution  method  set  forth  at 
paragraph  (d)(4)  of  this  section. 

(1)  Financial  ratios  method,  (i)  Under 
the  financial  ratios  method  for  small 
Risk  Category  I  institutions,  each  of  six 
financial  ratios  and  a  weighted  average 
of  CAMELS  component  ratings  will  be 
multiplied  by  a  corresponding  pricing 
multiplier.  The  sum  of  these  products 
will  be  added  to  a  uniform  amount.  The 
resulting  sum  shall  equal  the 
institution’s  initial  base  assessment  rate; 
provided,  however,  that  no  institution’s 
initial  base  assessment  rate  shall  be  less 
than  the  minimum  initial  base 
assessment  rate  in  effect  for  Risk 
Category  I  institutions  for  that  quarter 
nor  greater  than  the  maximum  initial 
base  assessment  rate  in  effect  for  Risk 
Category  I  institutions  for  that  quarter. 


Risk  measures  * 


Tier  1  Leverage  Ratio . 

Loans  Past  Due  30-89  Days/Gross  Assets . . 

Nonperforming  Assets/Gross  Assets . 

Net  Loan  Charge-Offs/Gross  Assets . ... 

Net  Income  before  Taxes/Risk- Weighted  Assets 

Adjusted  brokered  deposit  ratio . 

Weighted  Average  CAMELS  Component  Rating 


*  Ratios  are  expressed  as  percentages. 

**  Multipliers  are  rounded  to  three  decimal  places. 


An  institution’s  initial  base  assessment 
rate,  subject  to  adjustment  pursuant  to 
paragraphs  (d)(6),  (7),  and  (8)  of  this 
section,  as  appropriate  (resulting  in  the 
institution’s  total  base  assessment  rate, 
which  in  no  case  can  be  lower  than  50 
percent  of  the  institution’s  initial  base 
assessment  rate),  and  adjusted  for  the 
actual  assessment  rates  set  by  the  Board 
under  §  327.10(f),  will  equal  an 
institution’s  assessment  rate.  The  six 
financial  ratios  are:  Tier  1  Leverage 
Ratio;  Loans  past  due  30-89  days/gross 
assets;  Nonperforming  assets/gross 
assets;  Net  loan  charge-offs/gross  assets; 
Net  income  before  taxes/risk-weighted 
assets;  and  the  Adjusted  brokered 
deposit  ratio.  The  ratios  are  defined  in 
Table  A.l  of  Appendix  A  to  this  ' 
subpart.  The  ratios  will  be  determined 
for  an  assessment  period  based  upon 
information  contained  in  an 
institution’s  report  of  condition  filed  as 
of  the  last  day  of  the  assessment  period 
as  set  out  in  §  327.9(b).  The  weighted 
average  of  CAMELS  component  ratings 
is  created  by  multiplying  each 
component  by  the  following  percentages 
and  adding  the  products:  Capital 
adequacy — 25%,  Asset  quality — 20%, 
Management — 25%,  Earnings — 10%, 
Liquidity — 10%,  and  Sensitivity  to 
market  risk — 10%.  The  following  table 
sets  forth  the  initial  values  of  the  pricing 
multipliers: 


Pricing  multipliers** 


(0.056) 

0.575 

1.074 

1.210 

(0.764) 


0.065 

1.095 


(ii)  The  six  financial  ratios  and  the 
weighted  average  CAMELS  component 
rating  will  be  multiplied  by  the 
respective  pricing  multiplier,  and  the 
products  will  be  summed.  To  this  result 
will  be  added  the  uniform  amount  The 
resulting  sum  shall  equal  the 
institution’s  initial  base  assessment  rate; 
provided,  however,  that  no  institution’s 
initial  base  ass.essment  rate  shall  be  less 
than  the  minimum  initial  base 
assessment  rate  in  effect  for  Risk 
Category  I  institutions  for  that  quarter 
nor  greater  than  the  maximum  initial 
base  assessment  rate  in  effect  for  Risk 
Category  I  institutions  for  that  quarter. 

(iii)  Uniform  amount  and  pricing 
multipliers.  Except  as  adjusted  for  the 
actual  assessment  rates  set  by  the  Board 


under  §  327.10(f),  the  uniform  amount 
shall  be: 

(A)  4.861  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(a)  is 
in  effect; 

(B)  2.861  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(b)  is 
in  effect; 

(C)  1.861  whenever  the  . assessment 
rate  schedule  set  forth  in  §  327.10(c)  is 
in  effect;  or 

(D)  0.861  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(d)  is 
in  effect. 

(iv)  Implementation  of  CAMELS 
rating  changes — (A)  Changes  between 
risk  categories.  If,  during  a  quarter,  a 
CAMELS  composite  rating  change 
occms  that  results  in  an  institution 


whose  Risk  Category  I  assessment  rate  is 
determined  using  the  financial  ratios 
method  moving  from  Risk  Category  I  to 
Risk  Category  II,  III  or  IV,  the 
institution’s  initial  base  assessment  rate 
for  the  portion  of  the  quarter  that  it  was 
in  Risk  Category  I  shall  be  determined 
using  the  supervisory  ratings  in  effect 
before  the  change  and  the  financial 
ratios  as  of  the  end  of  the  quarter, 
subject  to  adjustment  pursuant  to 
paragraphs  (d)(6),  (7),  and  (8)  of  this 
section,  as  appropriate,  and  adjusted  for 
the  actual  assessment  rates  set  by  the 
Board  under  §  327.10(f).  For  the  portion 
of  the  quarter  that  the  institution  was 
not  in  Risk  Category  I,  the  institution’s 
initial  base  assessment  rate,  which  shall 
be  subject  to  adjustment  pursuant  to 
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paragraphs  (d)(6),  (7),  and  (8),  shall  be 
determined  under  the  assessment 
schedule  for  the  appropriate  Risk 
Category.  If,  during  a  queirter,  a 
CAMELS  composite  rating  change 
occurs  that  results  in  an  institution 
moving  from  Risk  Category  II,  III  or  IV 
to  Risk  Category  I,  and  its  initial  base 
assessment  rate  will  be  determined 
using  the  financial  ratios  method,  then 
that  method  shall  apply  for  the  portion 
of  the  quarter  that  it  was  in  Risk 
Category  I,  subject  to  adjustment 
pursuant  to  paragraphs  (d)(6),  (7)  and  (8) 
of  this  section,  as  appropriate,  and 
adjusted  for  the  actual  assessment  rates 
set  by  the  Board  under  §  327.10(f).  For 
the  portion  of  the  quarter  that  the 
institution  was  not  in  Risk  Category  I, 
the  institution’s  initial  base  assessment 
rate,  which  shall  be  subject  to 
adjustment  pursuant  to  paragraphs 
(d)(6),  (7),  and  (8)  of  this  section  shall 
be  determined  under  tbe  assessment 
schedule  for  the  appropriate  Risk 
Category. 

(B)  Changes  within  Risk  Category  I.  If, 
during  a  quarter,  an  institution’s 
CAMELS  component  ratings  change  in  a 
way  that  will  change  the  institution’s 
initial  base  assessment  rate  within  Risk 
Category  !,  the  initial  base  assessment 
rate  for  the  period  before  the  change 
shall  be  determined  under  the  financial 
ratios  method  using  the  CAMELS 
component  ratings  in  effect  before  the 
change,  subject  to  adjustment  pursuant 
to  paragraphs  (d)(6),  (7),  and  (8).of  this 
section,  as  appropriate.  Beginning  on 
the  date  of  the  CAMELS  component 
ratings  change,  the  initial  base 
assessment  rate  for  the  remainder  of  the 
quarter  shall  be  determined  using  the 
CAMELS  component  ratings  in  effect 
after  the  change,  again  subject  to 
adjustment  pursuant  to  paragraphs 
(d)(6),  (7),  and  (8)  of  this  section,  as 
appropriate. 

(2)  Assessment  rate  for  insured 
branches  of  foreign  banks — (i)  Insured 


branches  of  foreign  banks  in  Risk 
Category  I.  Insured  branches  of  foreign 
banks  in  Risk  Category  I  shall  be 
assessed  using  the  weighted  average 
ROCA  component  rating. 

(ii)  Weighted  average  ROCA 
component  rating.  The  weighted 
average  ROCA  component  rating  shall 
equal  the  sum  of  the  products  that  result 
from  multiplying  ROCA  component 
ratings  by  the  following  percentages; 
Risk  Management — 35%,  Operational 
Controls — 25%,  Compliance — 25%,  and 
Asset  Quality — 15%.  The  weighted 
average  ROCA  rating  will  be  multiplied 
by  5.076  (which  shall  be  the  pricing 
multiplier).  To  this  result  will  be  added 
a  uniform  amount.  The  resulting  sum — 
the  initial  base  assessment  rate — Will 
equal  an  institution’s  total  base 
assessment  rate;  provided,  however,  that 
no  institution’s  total  base  assessment 
rate  will  be  less  'than  the  minimum  total 
base  assessment  rate  in  effect  for  Risk 
Category  I  institutions  for  that  quarter 
nor  greater  than  the  maximum  total  base 
assessment  rate  in  effect' for  Risk 
Category  I  institutions  for  that  quarter. 

(iii)  Uniform  amount.  Except  as 
adjusted  for  the  actual  assessment  rates 
set  by  the  Board  under  §  327.10(f),  the 
uniform  amount  for  all  insured  branches 
of  foreign  banks  shall  be: 

(A)  —3.127  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(a)  is 
in  effect; 

(B)  —  5.127  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(b)  is 
in  effect; 

(C)  -6.127  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(c)  is 
in  effect;  or 

(D)  —  7.127  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(d)  is 
in  effect. 

(iv)  No  insured  branch  of  a  foreign 
bank  in  any  risk  category  shall  be 
subject  to  the  adjustments  in  paragraphs 
(d)(5),  (d)(6),  or  (d)(8)  or  this  section. 

(v)  Implementation  of  changes 
between  Risk  Categories  for  insured 

Scorecard  for  Large  Institutions 


branches  of  foreign  banks.  If,  during  a 
quarter,  a  ROCA  rating  change  occurs 
that  results  in  an  insured  branch  of  a 
foreign  bank  moving  from  Risk  Category 
I  to  Risk  Category  II,  III  or  IV,  the 
institution’s  initial  base  assessment  rate 
for  the  portion  of  the  quarter  that  it  was 
in  Risk  Category  I  shall  be  determined 
using  the  weighted  average  ROCA 
component  rating.  For  the  portion  of  the 
quarter  that  the  institution  was  not  in 
Risk  Category  I,  the  institution’s  initial 
base  assessment  rate  shall  be 
determined  under  the  assessment 
schedule  for  the  appropriate  Risk 
Category.  If,  during  a  quarter,  a  ROCA 
rating  change  occurs  that  results  in  an 
insured  branch  of  a  foreign  bank  moving 
from  Risk  Category  II,  III  or  IV  to  Risk 
Category  I,  the  institution’s  assessment 
rate  for  the  portion  of  the  quarter  that 
it  was  in  Risk  Category  I  shall  equal  the 
rate  determined  as  provided  using  the 
weighted  average  ROCA  component 
rating.  For  the  portion  of  the  quarter  that 
the  institution  was  not  in  Risk  Category 
I,  the  institution’s  initial  base 
assessment  rate  shall  be  determined 
under  the  assessment  schedule  for  the 
appropriate  Risk  Category. 

(vi)  Implementation  of  changes  within 
Risk  Category  I  for  insured  branches  of 
foreign  banks.  If,  during  a  quarter,  an 
insured  branch  of  a  foreign  bank 
remains  in  Risk  Category  I,  but  a  ROCA 
component  rating  changes  that  will 
affect  the  institution’s  initial  base 
assessment  rate,  separate  assessment 
rates  for  the  portion(s)  of  the  quarter 
before  and  after  the  change(s)  shall  be 
determined  under  this  paragraph  (d)(2) 
of  this  section. 

.  (3)  Assessment  scorecard  for  large 
institutions  (other  than  highly  complex 
institutions),  (i)  All  large  institutions 
other  than  highly  complex  institutions 
shall  have  their  quarterly  assessments 
determined  using  the  scorecard  for  large 
institutions. 


Weights  within 

Component 

Scorecard  measures 

component 

(percent) 

weights 

(percent) 

P — Performance  Score 

P.1 — Weighted  Average  CAMELS  Rating . 

P.2 — Ability  to  Withstand  Asset-Related  Stress: . . . . 

Tier  1  Leverage  Ratio . 

Concentration  Measure  . 

Core  Eamings/Average  Quarter-End  Total  Assets . 

Credit  Quality  Measure . 

P.3 — Ability  to  Withstand  Funding-Related  Stress . 

Core  Deposits/Total  Liabilities . . 

Balance  Sheet  Liquidity  Ratio  . . . 

L — Loss  Severity  Score: 

L.1 — Loss  Severity . 

Potential  Losses/Total  Domestic  Deposits  (loss  severity  measure) 


100 


10 

35 

20 

35 

60 

40 

75  I  ’ 


30 

50 


20 


100 
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Scorecard  for  Large  Institutions — Continued 

Weights  within 

Component 

Scorecard  measures 

component 

weights 

(percent) 

(percent) 

Noncore  Funding/Total  Liabilities  . 

25 

(ii)  The  large  institution  scorecard 
produces  two  scores:  performance  and 
loss  severity. 

(A)  Performance  score.  The 
performance  score  for  large  institutions 
is  the  weighted  average  of  three  inputs: 
weighted  average  CAMELS  rating 
(30%);  ability  to  withstand  asset-related 
stress  measures  (50%);  and  ability  to 
withstand  funding-relatpd  stress 
measures  (20%). 

(B)  Weighted  average  CAMELS  score. 

(l)To  derive  the  weighted  average 
CAMELS  score,  a  weighted  average  of 
an  institution’s  CAMELS  component 
ratings  is  calculated  usiiig  the  following 
weights: 


CAMELS  Component 

Weight  (percent) 

C 

25 

A 

20 

M 

25 

E 

10 

L 

10 

CAMELS  Component 

Weight  (percent) 

S 

10 

(2)  A  weighted  average  CAMELS 
rating  is  converted  to  a  score  that  ranges 
from  25  to  100.  A  weighted  average 
rating  of  1  equals  a  score  of  25  and  a 
weighted  average  of  3.5  or  greater  equals 
a  score  of  100.  Weighted  average 
CAMELS  ratings  between  1  and  3.5  are 
assigned  a  score  between  25  and  100 
according  to  the  following  equation: 

S  =  25  +  [(20/3)  *  ((7  _i)]^ 

Where: 

S  =  the  weighted  average  CAMELS  score  and 

C  =  the  weighted  average  CAMELS  rating. 

(C)  Ability  to  withstand  asset-related 
stress.  (1)  The  ability  to  withstand  asset- 
related  stress  component  contains  four 
measures:  Tier  1  leverage  ratio; 
Concentration  measure  (the  higher  of . 
the  higher-risk  assets  to  Tier  1  capital 
and  reserves  or  growth-adjusted 


portfolio  concentrations  measures);  Core 
earnings  to  average  quarter-end  total 
assets;  and  Credit  quality  measure  (the 
higher  of  the  criticized  and  classified 
assets  to  Tier  1  capital  and  reserves  or 
underperforming  assets  to  Tier  1  capital 
and  reserves).  Appendices  A  and  C 
define  these  measures  in  detail  and  give 
the  source  of  the  data  used  to  determine 
them. 

(2)  The  concentration  measure  score 
is  the  higher  of  the  scores  of  the  two 
measures  that  make  up  the 
concentration  measure  score  (higher- 
risk  assets  to  Tier  1  capital  and  reserves 
measure  or  growth-adjusted  portfolio 
concentrations  measure).  The  credit 
quality  measure  score  is  the  higher  of 
the  criticized  and  classified  items  ratio 
score  or  the  underperforming  assets 
ratio  score.  Each  asset  related  stress 
measure  is  assigned  the  following  cutoff 
values  and  weights  to  derive  a  score  for 
an  institution’s  ability  to  withstand 
asset-related  stress: 


Cutoff  Values  and  Weights  for  Ability  to  Withstand  Asset-Related  Stress  Measures 


Scorecard  measures 

Cutoff  values 

Weight 

(percent) 

Minimum 

Maximum 

Tier  1  Leverage  Ratio . 

6 

13 

10 

Concentration  Measure:  . 

35 

Higher-Risk  Assets  to  Tier  1  capital  and  Reserves;  or . 

Growth-Adjusted  Portfolio  Concentrations  . 

0 

3 

135 

57 

Core  Earnings/Average  Quarter-End  Total  Assets  . . 

0 

2 

20 

35 

Criticized  and  Classified  Items/Tier  1  capital  and  Reserves; 

or  . 

Underperforming  Assets/Tier  1  capital  and  Reserves  . 

8 

2 

100 

37 

(3)  For  each  of  the  risk  measures 
within  the  ability  to  withstand  asset- 
related  stress  portion  of  the  scorecard,  a 
value  reflecting  lower  risk  than  the 
cutoff  value  that  results  in  a  score  of  0 
will  also  receive  a  score  of  0,  where  0 
equals  the  lowest  risk  for  that  measure. 
A  value  reflecting  higher  risk  than  the 
cutoff  value  that  results  in  a  score  of  100 
will  also  receive  a  score  of  100,  where 
100  equals  the  highest  risk  for  that 
measure.  A  risk  measure  value  between 
the  minimum  and  maximum  cutoff 


values  is  converted  linearly  to  a  score 
between  0  and  160  as  shown  in 
Appendix  B  to  this  subpart.  Each  score 
is  multiplied  by  a  respective  weight-and 
the  resulting  weighted  score  for  each 
measure  is  summed  to  arrive  at  an 
ability  to  withstand  asset -related  stress 
score,  which  ranges  from  0  to  100. 

(D)  Ability  to  withstand  funding- 
related  stress.  The  ability  to  withstand 
funding-related  stress  component 
contains  two  risk  measures:  a  core 
deposits  to  liabilities  ratio,  and  a 
balance  sheet  liquidity  ratio.  Appendix 


A  to  this  subpart  describes  these  ratios 
in  detail  and  gives  the  source  of  the  data 
used  to  determine  them.  Appendix  B  to 
this  subpart  describes  in  detail  how 
each  of  these  measures  is  converted  to 
a  score.  The  ability  to  withstand 
funding-related  stress  component  score 
is  the  weighted  average  of  the  two 
measure  scores.  Each  measure  is 
assigned  the  following  cutoff  values  and 
weights  to  derive  a  score  for  an 
institution’s  ability  to  withstand 
funding-related  stress: 
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Cutoff  Values  and  Weights  for  Ability  to  Withstand  Funding-Related  Stress  Measures 


Scorecard  measures 

Cutoff  values 

Weight 

Minimum 

Maximum 

(percent) 

Core  Deposits/Total  Liabilities  . 

3 

-79 

60 

Balance  Sheet  Liquidity  Ratio  . . 

7 

188 

40 

(E)  Calculation  of  performance  score. 
The  weighted  average  CAMELS  score, 
the  ability  to  withstand  asset-related 
stress  score,  and  the  ability  to  withstand 
funding-related  stress  score  are 
multiplied  by  their  weights  and  the 
results  are  summed  to  arrive  at  the 


performance  score.  The  performance 
score  cannot  exceed  100. 

(iii)  Loss  severity  score.  The  loss 
severity  score  is  based  on  two  measures: 
The  loss  severity  measure  and  noncore 
funding  to  total  liabilities  ratio. 
Appendices  A  and  D  to  this  subpart 
describe  these  measures  in  detail  and 


Appendix  B  to  this  subpart  describes 
how  each  of  these  measures  is  converted 
to  a  score  between  0  and  100.  The  loss 
severity  score  is  the  weighted  average  of 
these  two  scores.  Each  measure  is 
assigned  the  following  cutoff  values  and 
weights  to  derive  a  score  for  an 
institution’s  loss  severity  score; 


Cutoff  Values  and  Weights  for  Loss  Severity  Score  Measures  • 


Scorecard  measures 

Cutoff  values 

Weight 

Minimum 

Maximum 

(percent) 

Potential  Losses/Total  Domestic  Deposits  (loss  severity  measure)  . 

0 

29 

75 

Noncore  Funding/Total  Liabilities  . . 

21 

97 

25 

(iv)  Total  score.  The  performance  and 
loss  severity  scores  are  combined  to 
produce  a  total  score.  The  loss  severity 
score  is  conv'erted  into  a  loss  severity 
factor  that  ranges  from  0.8  (score  of  5  or 
lower)  to  1.2  (score  of  85  or  higher). 
Scores  that  fall  at  or  below  the 
minimum  cutoff  of  5  receive  a  loss 
severity  measure  of  0.8  and  scores  that 
fall  at  or  above  the  maximum  cutoff  of 
85  receive  a  loss  severity  score  of  1.2. 
The  following  linear  interpolation 
converts  loss  severity  scores  between 


the  cutoffs  into  a  loss  severity  factor: 
[Loss  Severity  Factor  =  0.8  +  [0.005  * 
[Loss  Severity  Score  -  5)].  The 
performance  score  is  multiplied  by  the 
loss  severity  factor  to  produce  a  total 
score  (total  score  =  performance  score  * 
loss  severity  factor).  The  total  score 
cannot  be  less  than  30  or  more  than  90. 
The  total  score  is  subject  to  adjustment, 
up  or  down,  by  a  maximum  of  15 
points,  as  set  forth  in  paragraph  (d)(5)  of 
this  section.  The  resulting  total  score 
cannot  be  less  than  30  or  more  than  90. 


(v)  Initial  base  assessment  rate.  A 
large  institution  with  a  total  score  of  30 
pays  the  minimum  initial  base 
assessment  rate  and  an  institution  with 
a  total  score  of  90  pays  the  maximum 
initial  base  assessment  rate.  For  total 
scores  between  30  and  90,  initial  base 
assessment  rates  rise  at  an  increasing 
rate  as  the  total  score  increases, 
calculated  according  to  the  following 
formula: 


Rate  =  Minimum  Rate  -F 


■/ 

f 

Score^ 

3> 

1.4245X 

[  100  J 

J 

-0.0385 

y 

X  {Maximum  Rate  —  Minimum  Rate) 


where  Rate  is  the  initial  base  assessment  rate 
(expressed  in  basis  points).  Maximum  Rate  is 
the  maximum  initial  base  assessment  rate 
then  in  effect  (expressed  in  basis  points),  and 
Minimum  Rate  is  the  minimum  initial  base 
assessment  rate  then  in  effect  (expressed  in 
basis  points).  Initial  base  assessment  rates  are 


subject  to  adjustment  pursuant  to  paragraphs 
(d)(5),  (d)(6),  (d)(7),  and  (d)(8)  of  this  section, 
resulting  in  the  institution’s  total  base 
assessment  rate,  which  in  no  case  can  be 
lower  than  50  percent  of  the  institution’s 
initial  base  assessment  rate? 


(4)  Assessment  scorecard  for  highly 
complex  institutions — (i)  All  highly 
complex  institutions  shall  have  their 
quarterly  assessments  determined  using 
the  scorecard  for  highly  complex 
institutions. 


Scorecard  for  Highly  Complex  Institutions 


Scorecard  measures 

Weights  within 
component 
(percent) 

Component 

weights 

(percent) 

P — Performance  Score; 

P.1 — Weighted  Average  CAMELS  Rating . 

1 

100 

30 

P.2 — Ability  to  Withstand  Asset-Related  Stress: 

50 

Tier  1  Leverage  Ratio . ; . 

10 

Concentration  Measure  . . . 

35 

Core  Earnings/ Average  Quarter-End  Total  Assets . 

20 

Credit  Quality  Measure  and  Market  Risk  Measure . 

35 

P.3 — Ability  to  Withstand  Funding-Related  Stress . 

20 
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Scorecard  for  Highly  Complex  Institutions— Continued 


Scorecard  measures 


j  Weights  within  '  Component 
;  component  ’  weights 
j  (percent)  |  (percent) 


Core  Deposits/Total  Liabilities . 

Balance  Sheet  Liquidity  Ratio  . 

Average  Short-Term  Funding/Average  Total  Assets  . 

L — Loss  Severity  Score: 

L.1 — Loss  Severity . . . 

Potential  Losses/Total  Domestic  Deposits  (loss  severity  measure) 
Noncore  Funding/Total  Liabilities  . 


50 
30  i 

20  I 


75 

25 


100 


(ii)  The  scorecard  for  highly  complex 
institutions  contains  the  performance 
components  and  the  loss  severity  • 
components  of  the  large  hank  scorecard 
and  employs  the  same  methodology. 
The  assessment  process  set  forth  in 
paragraph  (d)(3)  of  this  section  for  the 
large  bank  scorecard  applies  to  highly 
complex  institutions,  modified  as 
follows. 

(A)  The  scorecard  for  highly-complex 
institutions  contains  two  additional 
measures: 

(1)  A  concentration  measure  based  on 
three  risk  measures — higher-risk  assets, 
top  20  counterparty  exposure,  and  the 
largest  counterparty  exposure,  all 
divided  by  Tier  1  capital  and  reserves, 
and 

[2]  A  credit  quality  measure  and 
market  risk  measure  in  the  ability  to 


withstand  asset-related  stress;  and  an 
additional  component — average  short¬ 
term  funding  to  average  total  assets 
ratio — in  the  ability  to  withstand 
funding-related  stress. 

(B)  Performance  score  for  highly 
complex  institutions.  A  performance 
score  for  highly  complex  institutions  is 
the  weighted  average  of  three  inputs: 
Weighted  average  CAfylELS  rating 
(30%);  ability  to  withstand  asset-related 
stress  score  (50%);  and  ability  to 
withstand  funding-related  stress  score 
(20%).  To  calculate  the  performance 
score  for  highly  complex  institutions, 
the  weighted  average  CAMELS  score, 
the  ability  to  withstand  asset-related 
stress  score,  and  the  ability  to  withstand 
funding-related  stress  score  are 
multiplied  by  their  weights  and  the 


results  are  summed  to  arrive  at  the 
performance  score.  The  resulting  score 
cannot  exceed  100. 

(C)  Ability  to  withstand  asset-related 
stress.  (1)  The  scorecard  for  highly 
complex  institutions  sub.stitutes  the 
growth-adjusted  concentration  measure 
with  the  top  20  counterparty  exposure 
and  the  largest  counterparty  exposure, 
adds  one  additional  factor  to  the  ability 
to  withstand  asset-related  stress 
component — the  market  risk  measure — 
and  one  additional  factor  to  the  ability 
to  withstand  funding-related  stress 
component — the  average  short-term 
funding  to  average  total  assets  ratio.  The 
cutoff  values  and  weights  for  ability  to 
with.stand  asset-related  stress  measures 
are  set  forth  below. 


Cutoff  Values  and  Weights  for  Ability  To  Withstand  Asset-Related  Stress  Measures 


Scorecard  measures 

Cutoff  values  j 

Sub-component  i 
weight  | 

1 

Weight 

Minimum 

Maximum 

Tier  T  Leverage  Ratio . 

6 

13 

10%. 

Concentration  Measure: 

35%. 

Higher  Risk  Assets/Tier  1  Capital  and  Reserves; . 

0 

135 

Top  20  Counterparty  Exposure/Tier  1  Capital  and  Reserves; 

0 

125 

1 

Largest  Counterparty  Exposure/Tier  1  Capital  and  Reserves 

0 

20 

Core  Earnings/ Average  Quarter-End  Total  Assets  . 

0 

2 

20%. 

Credit  Quality  Measure*:  . 

35%*  (1»-Trading 

Asset  Ratio). 

Criticized  and  Classified  Items  to  Tier  1  Capital  and  Re- 

8 

100 

serves;  or 

Underperforming  Assets/Tier  1  Capital  and  Reserves . : 

2 

37 

1 

1 

Market  Risk  Measure*:  . 

35%*  T rading  Asset 

Ratio. 

Trading  Revenue  Volatility/Tier  1  Capital . 

0 

2 

60% 

Market  Risk  Capital/Tier  1  Capital . 

0 

10 

20% 

Level  3  Trading  Assets/Tier  1  Capital  . 

0 

35 

20% 

‘Combined,  the  credit  quality  measure  and  the  market  risk  measure  will  be  assigned  a  35  percent  weight.  The  relative  weight  between  the  two 
measures  will  depend  on  the  ratio  of  average  trading  assets  to  sum  of  average  securities,  loans  and  trading  assets  (trading  asset  ratio). 


(2)  Appendix  A  to  subpart  A  of  this 
part  describes  these  measures  in  detail 
and  gives  the  source  of  the  data  used  to 
calculate  the  measures. 

(D)  Ability  to  withstand  funding 
related  stress.  (1)  The  scorecard  for 


highly  complex  institutions  adds  one 
additional  factor  to  the  ability  to 
withstand  funding-related  stress 
component — the  average  short-term 
funding  to  average  total  assets  ratio.  The 


cutoff  values  and  weights  for  ability  to 
withstand  funding-related  stress 
measures  for  highly  complex 
institutions  are  set  forth  below. 


72600 


Federal  Register /Vol. -75,  No.  226 /Wednesday,  November.  24,  2010 /Proposed  Rules 


Cutoff  Values  and  Wei6hts  for  Ability  To  Withstand  Funding-Related  Stress  Measures 


Cutoff  values 


Scorecard  measures 

1 

Minimum  i 

Maximum  ! 

_ i 

(percent) 

Core  Deposits/Total  Liabilities  . 

3 

79  1 

50 

Balance  Sheet  Liquidity  Ratio  . ; . ; . 

7 

188 

30 

Average  Short-term  Funding/ Average  Total  Assets . . . 

0 

20 

i  20 

(2)  Appendix  A  to  subpart  A  of  this 
part  describes  these  measures  in  detail 
and  gives  the  source  of  the  data  used  to 
calculate  the  measures. 

(iii)  Loss  severity  score  for  highly 
complex  institutions.  The  loss  severity 
score  for  highly  complex  institutions  is 
calculated  as  provided  for  the  loss , 
severity  score  for  large  institutions  in 
paragraph  (d)(3)(ii)  (of  this  section). 

(iv)  The  performance  score  and  the 
loss  severity  score  are  combined  in  the 
same  manner  to  calculate  the  total  score 
as  for  large  institutions  as  set  forth  in 
paragraph  (d)(3)  of  this  section. 

(v)  The  initial  base  assessment  rate  for 
highly  complex  institutions  is 
calculated  from  the  total  score  in  the 
same  manner  as  for  large  institutions  as 
set  forth  in  paragraph  (d)(3)  of  this 
section.  Initial  base  assessment  rates  are 
subject  to  adjustment  pursuant  to 
paragraphs  (d)(5),  (d)(6),  (d)(7),  and 
(d)(8)  of  this  section,  resulting  in  the 
institution’s  total  base  assessment  rate, 
which  in  no  case  can  be  lower  than  50 
percent  of  the  institution’s  initial  base 
assessment  rate. 

(5)  Adjustment  to  total  score  for  large 
institutions  and  highly  complex 
institutions.  The  total  score  for  large 
institutions  and  highly  complex 
institutions  is  subject  to  adjustment,  up 
or  down,  by  a  maximum  of  15  points, 
based  upon  significant  risk  factors  that 
are  not  adequately  captured  in  the 
appropriate  scorecard.  In  making  such 
adjustments,  the  FDIC  may  consider 
such  information  as  financial 
performance  and  condition  information 
and  other  market  or  supervisory 
information. 

(i)  Prior  notice  of  adjustments — (A) 
Prior  notice  of  upward  adjustment.  Prior 
to  making  any  upward  adjustment  to  an 
institution’s  total  score  because  of 
considerations  of  additional  risk 
information,  the  FDIC  will  formally 
notify  the  institution  and  its  primary 
Federal  regulator  and  provide  an 
opportunity  to  respond.  This 
notification  will  include  the  reasons  for 
the  adjustment(s)  and  when  the 
adjustment(s)  will  take  effect. 

(B)  Prior  notice  of  downward 
adjustment.  Prior  to  making  any 
downward  adjustment  to  an 
institution’s  total  score  because  of 


considerations  of  additional  risk 
information,  tbe  FDIC  will  formally 
notify  the  institution’s  primary  Federal 
regulator  and  provide  an  opportunity  to 
respond. 

(ii)  Determination  whether  to  adjust 
upward;  effective  period  of  adjustment. 
After  considering  an  institution’s  and 
the  primary  Federal  regulator’s 
responses  to  the  notice,  the  FDIC  will 
determine  whether  the  adjustment  to  an 
institution’s  total  score  is  warranted, 
taking  into  account  any  revisions  to 
scorecard  measures,  as  well  as  any 
actions  taken  by  the  institution  to 
address  the  FDIC’s  concerns  described 
in  the  notice.  The  FDIC  will  evaluate  the 
need  for  the  adjustment  each 
subsequent  assessment  period.  Except 
as  provided  in  paragraph  (d)(5)(iv)  of 
this  section,  the  amount  of  adjustment 
cannot  exceed  the  proposed  adjustment 
amount  contained  in  the  initial  notice 
unless  additional  notice  is  provided  so 
that  the  primary  Federal  regulator  and 
the  institution  may  respond. 

(iii)  Determination  whether  to  adjust 
downward;  effective  period  of 
adjustment.  After  considering  the 
primary  Federal  regulator’s  responses  to 
the  notice,  the  FDIC  will  determine 
whether  the  adjustment  to  total  score  is 
warranted,  taking  into  account  any 
revisions  to  scorecard  measures,  as  well 
as  any  actions  taken  by  the  institutipn 
to  address  the  FDIC’s  concerns 
described  in  the  notice.  Any  downward 
adjustment  in  an  institution’s  total  score 
will  remain  in  effect  for  subsequent 
assessment  periods  until  the  FDIC 
determines  that  an  adjustment  is  no 
longer  warranted.  Downward 
adjustments  will  be  made  without 
notification  to  the  institution.  However, 
the  FDIC  will  provide  advance  notice  to 
an  institution  and  its  primary  Federal 
regulator  and  give  them  an  opportunity 
to  respond  before  removing  a  downward 
adjustment. 

(iv)  Adjustment  without  notice. 
Notwithstanding  the  notice  provisions 
set  forth  above,  the  FDIC  may  change  an 
institution’s  total  score  without  advance 
notice  under  this  paragraph,  if  the 
institution’s  supervisory  ratings  or  the 
scoreceu’d  measures  deteriorate. 

(6)  Unsecured  debt  adjustment  to 
initial  base  assessment  rate  for  all 


institutions.  All  institutions,  except  new 
institutions  as  provided  under 
paragraph  (d)(10)(i)(C)  of  this  section 
and  insured  branches  of  foreign  banks 
as  provided  under  paragraph  (d)(2)(iii) 
of  this  section,  are  subject  to  an 
adjustment  of  assessment  rates  for 
unsecured  debt.  Any  unsecured  debt 
adjustment  shall  be  made  after  any 
adjustment  under  paragraph  (d)(5)  of 
this  section. 

(i)  Application  of  unsecured  debt 
adjustment.  The  unsecured  debt 
adjustment  shall  be  determined  as  the 
sum  of  the  initial  base  assessment  rate 
plus  40  basis  points;  that  sum  shall  be 
multiplied  by  the  ratio  of  an  insured 
depository  institution’s  long-term 
unsecured  debt  to  its  assessment  base. 
The  amount  of  the  reduction  in  the 
assessment  rate  due  to  the  adjustment  is 
equal  to  the  dollar  amount  of  the 
adjustment  divided  by  the  amount  of 
the  assessment  base. 

(ii)  Limitation.  No  unsecured  debt 
adjustment  that  provides  a  benefit  for 
any  institution  shall  ej^eed  the  lesser  of 
5  basis  points  or  50  percent  of  the 
institution’s  initial  base  assessment  rate. 

(iii)  Applicable  quarterly  reports  of 
condition.  Unsecured  debt  adjustment 
ratios  for  any  given  quarter  shall  be 
calculated  from  quarterly  reports  of 
condition  (Call  Reports  and  Thrift 
Financial  Reports,  or  any  successor 
reports,  as  appropriate)  filed  by  each 
institution  as  of  the  last  day  of  the 
quarter. 

(7)  Depository  institution  debt 
adjustment  to  initial  base  assessment  ■ 
rate  for  all  institutions.  All  institutions 
shall  be  subject  to  an  adjustment  of 
assessment  rates  for  unsecured  debt 
held  that  is  issued  by  another 
depository  institution.  Any  such 
depository  institution  debt  adjustment 
shall  be  made  after  any  adjustment 
under  paragraphs  (d)(5)  and  (d)(6)  of 
this  section. 

(i)  Application  of  depository 
institution  debt  adjustment.  The 
depository  institution  debt  adjustment 
shall  equal  50  basis  points  multiplied  by 
the  ratio  of  the  long-term  unsecured 
debt  an  institution  holds  that  was  issued 
by  another  insured  depository 
institution  to  its  assessment  base. 
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condition.  Depository  institution  debt 
adjustment  ratios  for  any  given  quarter 
shall  be  calculated  from  quarterly 
reports  of  condition  (Call  Reports  and 
Thrift  Financial  Reports,  or  any 
successor  reports,  as  appropriate)  filed 
by  each  institution  as  of  the  last  day  of 
the  quarter. 

(8)  Brokered  deposit  adjustment.  All 
small  institutions  in  Risk  Categories  II, 

III,  and  IV,  all  large  institutions,  and  all 
highly  complex  institutions  shall  be 
subject  to  an  assessment  rate  adjustment 
for  brokered  deposits.  Any  such 
brokered  deposit  adjustment  shall  be 
made  after  any  adjustment  under 
paragraphs  (d)(5),  (d)(6),  and  (d)(7)  of 
this  section.  The  brokered  deposit 
adjustment  includes  all  brokered 
deposits  as  defined  in  Section  29  of  the 
Federal  Deposit  Insurance  Act  (12 
U.S.C.  1831f),  and  12  CFR  337.6, 
including  reciprocal  deposits  as  defined 
in  §  327. 8(p),  and  brokered  deposits  that 
consist  of  balances  swept  into  an 
insured  institution  by  another 
institution.  The  adjustment  under  this 
paragraph  is  limited  to  those 
institutions  whose  ratio  of  brokered 
deposits  to  domestic  deposits  is  greater 
than  10  percent;  asset  growth  rates  do 
not  affect  the  adjustment.  Insured 
branches  of  foreign  banks  are  not  subject 
to  the  brokered  deposit  adjustment  as 
provided  in  paragraph  (d)(2)(iii)  of  this 
section. 

(i)  Application  of  brokered  deposit 
adjustment.  The  brokered  deposit 
adjustment  shall  be  determined  by 
multiplying  25  basis  points  by  the  ratio 
of  the  difference  between  an  insured 
depository  institution’s  brokered 
deposits  and  10  percent  of  its  domestic  . 
deposits  to  its  assessment  base. 

(ii)  Limitation.  The  maximum 
brokered  deposit  adjustment  will  be  10 
basis  points;  the  minimum  brokered 
deposit  adjustment  will  be  0. 

(iii)  Applicable  quarterly  reports  of 
condition.  Brokered  deposit  ratios  for 
any  given  quarter  shall  be  calculated 
from  the  quarterly  reports  of  condition 
(Call  Reports  and  Thrift  Financial 
Reports,  or  any  successor  reports,  as 
appropriate)  filed  by  each  institution  as 
of  the  last  day  of  the  quarter. 

(9)  Request  to  be  treated  as  a  large 
institution--{i)  Procedure.  Any 
institution  with  assets  of  between  $5 
billion  and  $10  billion  may  request  that 
the  FDIC  determine  its  assessment  rate 
as  a  large  viistitution.  The  FDIC  will 
consider  such  a  request  provided  that  it 
has  sufficient  information  to  do  so.  Any 
such  request  must  be  made  to  the  FDIC’s 
Division  of  Insurance  and  Research. 


effective  within  one  year  from  the  date 
of  the  request.  If  an  institution  whose 
request  has  been  granted  subsequently 
reports  assets  of  less  than  $5  billion  in 
its  report  of  condition  for  four 
consecutive  quarters,  the  FDIC  will 
consider  such  institution  to  be  a  small 
institution  subject  to  the  financial  ratios 
method. 

(ii)  Time  limit  on  subsequent  request 
for  alternate  method.  An  institution 
whose  request  to  be  assessed  as  a  large 
institution  is  granted  by  the  FDIC  shall 
not  be  eligible  to  request  that  it  be 
assessed  as  a  small  institution  for  a 
period  of  three  years  from  the  first 
quarter  in  which  its  approved  request  to 
be  assessed  as  a  large  institution  became 
effective.  Any  request  to  be  assessed  as 

a  small  institution  must  be  made  to  the 
FDIC’s  Division  of  Insurance  and 
Research. 

(iii)  An  institution  that  disagrees  with 
the  FDIC’s  determination  that  it  is  a 
large,  highly  complex,  or  small 
institution  may  request  review  of  that 
determination  pursuant  to  §  327.4(c). 

(10)  New  and  established  institutions 
and  exceptions — (i)  New  small 
institutions.  A  new  small  Risk  Category 
I  institution  shall  be  assessed  the  Risk 
Category  I  maximum  initial  base 
assessment  rate  for  the  relevant 
assessment  period.  No  new  small 
institution  in  any  risk  category  shall  be 
subject  to  the  unsecured  debt 
adjustment  as  determined  under 
paragraph  (d)(6)  of  this  section.  All  new 
small  institutions  in  any  Risk  Category 
shall  be  subject  to  the  depository 
institution  debt  adjustment  as 
determined  under  pcuragraph  (d)(7)  of 
this  section.  All  new  small  institutions 
in  Risk  Categories  II,  III,  and  IV  shall  be 
subject  to  the  brokered  deposit 
adjustment  as  determined  under 
paragraph  (d)(8)  of  this  section. 

(11)  New  large  institutions  and  new 
highly  complex  institutions.  All  new 
large  institutions  and  all  new  highly 
complex  institutions  shall  be  assessed 
under  the  appropriate  method  provided 
at  paragraph  (d)(3)  or  (d)(4)  and  subject 
to  the  adjustme'nts  provided  at 
paragraphs  (d)(5),  (d)(7),  and  (d)(8).  No 
new  highly  complex  or  large  institutions 
are  entitled  to  adjustment  i  nder 
paragraph  (d)(6).  If  a  large  i.ir  highly 
complex  institution  has  not  yet  received 
CAMELS  ratings,  it  will  be  given  a 
weighted  CAMELS  rating  of  2  for 
assessment  purposes  until  actual 
CAMELS  ratings  are  assigned.  • 

(iii)  CAMELS  ratings  for  the  surviving 
institution  in  a  merger  or  consolidation. 
When  an  established  institution  merges 


institution,  if  the  FDIC  determines  the 
resulting  institution  to  be  an  established 
institution  under  §  327.8(k)(l),  its 
CAMELS  ratings  for  assessment 
purposes  will  be  based  upon  the 
established  institution’s  ratings  prior  to 
the  merger  or  consolidation  until  new 
ratings  become  available. 

(iv)  Rate  applicable  to  institutions 
subject  to  subsidiary  or  credit  union 
exception.  A  small  Risk  Category  I 
institution  that  is  established  under 

§  327.8(k)(4)  and  (5),  but  does  not  have 
CAMELS  component  ratings,  shall  be 
assessed  at  2  basis  points  above  the 
minimum  initial  base  assessment  rate 
applicable  to  Risk  Category  I  institutions 
until  it  receives  CAMELS  component 
ratings.  Thereafter,  the  assessment  rate 
will  be  determined  by  annualizing, 
where  appropriate,  financial  ratios 
obtained  from  all  quarterly  reports  of 
condition  that  have  been  filed,  until  the 
institution  files  four  quarterly  reports  of 
condition  If  a  large  or  highly  complex 
institution  is  considered  established 
under  §  327.8(k)(4)  and  (5),  but  does  not 
have  CAMELS  component  ratings,  it 
will  be  given  a  weighted  CAMELS  rating 
of  2  for  assessment  purposes  until  actual 
CAMELS  ratings  are  assigned. 

(v)  Request  for  review.  An  institution 
that  disagrees  with  the  FDIC’s 
determination  that  it  is  a  new  institution 
may  request  review  of  that 
determination  pursuant  to  §  327.4(c). 

(11)  Assessment  rates  for  bridge 
depository  institutions  and 
conservatorships.  Institutions  that  are 
bridge  depository  institutions  under  12 
U.S.C.  1821(n)  and  institutions  for 
which  the  Corporation  has  been 
appointed  or  serves  as  conservator  shall, 
in  all  cases,  be  assessed  at  the  Risk 
Category  I  minimum  initial  base 
assessment  rate,  which  shall  not  be 
subject  to  adjustment  under  paragraphs 
(d)(5),  (6),  (7)  or  (8)  of  this  section. 

7.  Revise  §  327.10  to  read  as  follows: 

§  327.1 0  Assessment  rate  schedules. 

(a)  Assessment  rate  schedules  if,  after 
September  30,  2010,  the  reserve  ratio  of 
the  DIF  has  not  reached  1.15  percent. 

(l)  Applicability.  The  assessment  rate 
schedules  in  paragraph  (a)  of  this 
section  will  cease  to  be  applicable  when 
the  reserve  ratio  of  the  DIF  first  reaches 
1.15  percent  after  September  30,  2010. 

(2)  Initial  Base  Assessment  Rate 
Schedule.  After  September  30,  2010,  if 
the  reserve  ratio  of  the  DIF  has  not 
reached  1.15  percent,  the  initial  base 
assessment  rate  for  an  insured 
depository  institution  shall  be  the  rate 
prescribed  in  the  following  schedule: 
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Initial  Base  Assessment  Rate  Schedule  if.  After  September  30,  2010,  the  Reserve  Ratio  of  the  DIF  Has  Not 

Reached  1.15  Percent 


Risk  Category 

1 

Risk  Category 

II 

Risk  Category 

III 

Risk  Category 
IV 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate  . 

5-9 

14 

23 

35 

5-35 

‘All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Initial  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 


(i)  Risk  Category  I  Initial  Base 
Assessment  Rate  Schedule.  The  annual 
initial  base  assessment  rates  for  all 
institutions  in  Risk  Category  I  shall 
range  from  5  to  9  basis  points. 

(ii)  Risk  Category  II,  III,  and  W  Initial 
Base  Assessment  Rate  Schedule.  The 
annual  initial  base  assessment  rates  for 
Risk  Categories  II,  III,  and  IV  shall  be  14, 
23,  and  35  basis  points,  respectively. 


(iii)  All  institutions  in  any  one  risk 
category,  other  than  Risk  Category  I,  will 
be  charged  the  same  initial  base 
assessment  rate,  subject  to  adjustment  as 
appropriate. 

(iv)  Large  and  Highly  Complex 
Institutions  Initial  Base  Assessment 
Rate  Schedule.  The  annual  initial  base 
assessment  rates  for  all  large  and  highly 


complex  institutions  shall  range  from  5 
to  35  basis  points. 

"  (3)  Total  Base  Assessment  Rate 
Schedule  After  Adjustments.  After 
September  30,  2010,  if  the  reserve  ratio 
of  the  DIF  has  not  reached  1.15  percent, 
the  total  base  assessment  rates  after 
adjustments  for  an  insured  depository 
institution  shall  be  the  rate  prescribed 
in  the  following  schedule. 


Total  Base  Assessment  Rate  Schedule  (After  Adjustments)*  if.  After  September  30,  2010,  the  Reserve 

Ratio  of  the  DIF  Has  Not  Reached  1.15  Percent** 


Risk  Category 

I 

Risk  Category 

II 

Risk  Category 
•III 

Risk  Category 
IV 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate . 

5-9 

14 

23 

35 

5-35 

Unsecured  debt  adjustment . 

(4.5)-0 

(5)-0 

(5)-0 

(5)-0 

(5)-0 

Brokered  deposit  adjustment . 

0-10 

0-10 

0-10 

0-10 

Total  base  assessment  rate  . 

2.5-9 

9-24 

18-38 

30-45 

2.5-45 

‘All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Total  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates.  ^ 

“Total  base  assessment  rates -do  not  include  the  depository  institution  debt  adjustment. 


(i)  Risk  Category  I  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  all 
institutions  in  Risk  Category  I  shall 
range  from  2.5  to  9  basis  points. 

(ii)  Risk  Category  II  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  II  shall  range  from  9  to  24  basis 
points. 

(iii)  Risk  Category  III  Total  Base 
Assessment  Rate  Schedule.  The  annua) 
total  base  assessment  rates  for  Risk 
Category  III  shall  range  from  18  to  33 
basis  points. 


(iv)  Risk  Category  IV  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  IV  shall  range  from  30  to  45 
basis  points. 

(v)  Large  and  Highly  Complex 
Institutions  Total  Base  Assessment  Rate 
Schedule.  The  annual  total  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from 
2.5  to  45  basis  points. 

(b)  Assessment  rate  schedules  once 
the  reserve  ratio  of  the  DIF  first  reaches 
1.15  percent  after  September  30,  2010, 
and  the  reserve  ratio  for  the 


immediately  prior  assessment  period  is 
less  than  2  percent. 

(1)  Initial  Base  Assessment  Rate 
Schedule.  After  September  30,  2010, 
once  the  reserve  ratio  of  the  DIF  first 
reaches  1.15  percent,  and  the  reserve 
ratio  for  the  immediately  prior 
assessment  period  is  less  than  2  percent, 
the  initial  base  assessment  rate  for  an 
insured  depository  institution  shall  be 
the  rate  prescribed  in  the  following 
schedule: 


Initial  Base  Assessment  Rate  Schedule  Once  the  Reserve  Ratio  of  the  DIF  Reaches  1.15  Percent  After  . 
September  30,  2010,  and  the  Reserve  Ratio  for  the  Immediately  Prior  Assessment  Period  is  Less  Than  2 
Percent 


• 

Risk  Category 

1 

Risk  Category 

II 

Risk  Category 

III 

Risk  Category 
IV 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate . 

3-7 

12 

19 

30 

3-30 

‘All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Initial  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 
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(i)  Risk  Category  I  Initial  Base 
Assessment  Rate  Schedule.  The  annual 
initial  base  assessment  rates  for  all 
institutions  in  Risk  Category  I  shall 
range  from  3  to  7  basis  points. 

(ii)  Risk  Category  II,  III,  and  IV  Initial 
Base  Assessment  Rate  Schedule.  The 
annual  initial  base  assessment  rates  for 
Risk  Categories  II,  III,  and  IV  shall  be  12, 
19,  and  30  basis  points,  respectively. 


(iii)  All  institutions  in  any  one  risk  • 
category,  other  than  Risk  Category  I,  will 
be  charged  the  same  initial  base 
assessment  rate,  subject  to  adjustment  as 
appropriate. 

(iv)  Large  and  Highly  Complex 
Institutions  Initial  Base  Assessment 
Rate  Schedule.  The  annual  initial  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from  3 
to  30  basis  points. 


(2)  Total  Base  Assessment  Rate 
Schedule  After  Adjustments.  After 
September  30,  2010,  once  the  reserve 
ratio  of  the  DIF  first  reaches  1.15 
percent,  and  the  reserve  ratio  for  the 
immediately  prior  assessment  period  is 
less  than  2  percent,  the  total  base 
assessment  rates  after  adjustments  for  an 
insured  depository  institution  shall  be 
the  rate  prescribed  in  the  following 
schedule. 


*Total  Base  Assessment  Rate  Schedule  (after  Adjustments)*  Once  the  Reserve  Ratio  of  the  DIF  reaches 
1.15  Percent  After  September  30,  2010,  and  the  Reserve  Ratio  for  the  Immediately  Prior  Assessment 
Period  is  Less  Than  2  Percent** 


S' 

Risk  Category 

1 

Risk  Category 

II 

Risk  Category 

III 

Risk  Category 
IV 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate . . 

3-7 

12 

19 

30 

3-30 

Unsecured  debt  adjustment . 

(3.5)-0 

(5)-0 

(5)-0 

(5)-0 

(5)-0 

1  Brokered  deposit  adjustment . 

0-10 

0-10 

0-10 

0-10 

1  Total  base  assessment  rate  . 

1.5-7. 

7-22 

14-29 

29-40 

1.5-40 

*AII  amounts  for  all  risk  categories  are  in  basis  points  annually.  Total  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 

**  Total  base  assessment  rates  do  not  include  the  depository  institution  debt  adjustment. 


i 


.j 

1 


Ik 


(i)  Risk  Category  I  Total  Base 
Assessment  Rate  Schedule.  The  annual  - 
total  base  assessment  rates  for 
institutions  in  Risk  Category  I  shall 
range  from  1.5  to  7  basis  points. 

(ii)  Risk  Category  II  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  II  shall  range  from  7  to  22  basis 
points. 

(iii)  Risk  Category  III  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 


Category  III  shall  range  from  14  to  29 
basis  points. 

(iv)  Risk  Category  IV  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk  * 
Category  IV  shall  range  from  29  to  40 
basis  points. 

(v)  Large  and  Highly  Complex 
Institutions  Total  Base  Assessment  Rate 
Schedule.  The  annual  total  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from 
1.5  to  40  basis  points. 


(c)  Assessment  rate  schedules  if  the 
reserve  ratio  of  the  DIF  for  the  prior 
assessment  period  is  equal  to  or  greater 
than  2  percent  and  less  than  2.5 
percent.  (1)  Initial  Base  Assessment  Rate 
Schedule.  If  the  reserve  ratio  of  the  DIF 
for  the  prior  assessment  period  is  equal 
to  or  greater  than  2  percent  and  less 
than  2.5  percent,  the  initial  base 
assessment  rate  for  an  insured 
depository  institution,  except  as 
provided  in  paragraph  (e)  of  this 
section,  shall  be  the  rate  prescribed  in 
the  following  schedule; 


Initial  Base  Assessment  Rate  Schedule  if  Reserve  Ratio  for  Prior  Assessment  Period  is  Equal  to  or 
Greater  Than  2  Percent  But  Less  Than  2.5  Percent 


Risk  Category 

1 

Risk  Category 

II 

Risk  Category 

III  ' 

Risk  Category 
IV 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate . 

2-6 

10 

17 

28 

2-28 

‘All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Initial  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 


(i)  Risk  Category  I  Initial  Base 
‘  Assessment  Rate  Schedule.  The  annual 
i  initial  base  assessment  rates  for  all 

(institutions  in  Risk  Category  I  shall 
!  range  from  2  to  6  basis  points. 

(ii)  Risk  Category  II,  III,  and  IV  Initial 
*  Base  Assessment  Rate  Schedule.  The 
(  annual  initial  base  assessment  rates  for 
Risk  Categories  II,  III,  and  IV  shall  be  10, 
17,  and  28  basis  points,  respectively. 


(iii)  All  institutions  in  any  one  risk 
category,  other  than  Risk  Category  I,  will 
be  charged  the  same  initial  base 
assessment  rate,  subject  to  adjustment  as 
appropriate. 

(iv)  Large  and  Highly  Complex 
Institutions  Initial  Base  Assessment 
Rate  Schedule.  The  annual  initial  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from  2 
to  28  basis  points. 


(2)  Total  Base  Assessment  Rate 
Schedule  after  Adjustments.  If  the 
reserve  ratio  of  the  DIF  for  the  prior 
assessment  period  is  equal  to  or  greater 
than  2  percent  and  less  than  2.5  percent, 
the  total  base  assessment  rates  after 
adjustments  for  an  insured  depository 
institution,  except  as  provided  in 
paragraph  (e)  of  this  section,  shall  be  the 
rate  prescribed  in  the  following 
schedule. 
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Total  Base  Assessment  Rate  Schedule  (after  Adjustments)*  if  Reserve  Ratio  for  Prior  Assessment  Period 
Is  EQUAL  TO  OR  GREATER  THAN  2  PERCENT  BUT  LESS  THAN  2.5  PERCENT** 


Risk  Category 

1 

Risk  Category 

II 

Risk  Category 

III 

Risk  Category' 
IV 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate . ., . 

Unsecur^  debt  adjustment . . 

Brokered  deposit  adjustment . 

2-6 

(3)-0 

28 

(5)-0 

0-10 

2-38 

{5)-0 

0-10 

Total  base  assessment  rate  . 

1-6 

5-20 

I  12-27  ■ 

1 _ 

23-38 

1-38 

*  All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Total  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 

**  Total  base  assessment  rates  do  not  include  the  depository  institution  debt  adjustment. 


(i)  Risk  Category  I  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for 
institutions  in  Risk  Category  I  shall 
range  from  1  to  6  basis  points. 

(ii)  Risk  Category  II  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  II  shall  range  from  5  to  20  basis 
points. 

(iii)  Risk  Category  III  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 


Category  III  shall  range  from  12  to  27 
basis  points. 

(iv)  Risk  Category  IV  Total  .Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  IV  shall  range  from  23  to  38 
basis  points. 

(v)  Large  and  Highly  Complex 
Institutions  Total  Base  Assessment  Rate 
Schedule.  The  annual  total  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from  1 
to  38  basis  points. 


(d)  Assessment  rate  schedules  if  the 
reserve  ratio  of  the  DIF  for  the  prior 
assessment  period  is  greater  than  2.5 
percent. 

(1)  Initial  Base  Assessment  Rate 
Schedule.  If  the  reserve  ratio  of  the  DIF 
for  the  prior  assessment  period  is  greater 
than  2.5  percent,  the  initial  base 
assessment  rate  for  an  insured 
depository  institution,  except  as 
provided  in  paragraph  (e)  of  this 
section,  shall  be  the  rate  prescribed  in 
the  following  schedule: 


Initial  Base  Assessment  Rate  Schedule  if  Reserve  Ratio  for  Prior  Assessment  Period  Is  Greater  Than  or 

Equal  to  2.5  Percent 


Risk  Category 

1 

Risk  Category 

II 

n 

Risk  Category 

III 

/ 

1 

Risk  Category 
IV 

\ 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate  . 

1-5 

9 

15 

25 

1-25 

*  All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Initial  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 


(i)  Risk  Category  I  Initial  Base 
Assessment  Rate  Schedule.  The  annual 
initial  base  assessment  rates  for  all 
institutions  in  Risk  Category  I  shall 
range  from  1  to  5  basis  points. 

(ii)  Risk  Category  II,  III,  and  IV  Initial 
Base  Assessment  Rate  Schedule.  The 
annual  initial  base  assessment  rates  for 
Risk  Categories  II,  III,  and  IV  shall  be  9, 
15,  and  25  basis  points,  respectively.  • 


(iii)  All  institutions  in  any  one  risk 
category,  other  than  Risk  Category  1,  will 
be  charged  the  same  initial  base 
assessment  rate,  subject  to  adjusfment  as 
appropriate. 

(iv)  Large  and  Highly  Complex 
Institutions  Initial  Base  Assessment 
Rate  Schedule.  The  annual  initial  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from  1 
to  25  basis  points. 


(2)  Total  Base  Assessment  Rate 
Schedule  after  Adjustments.  If  the 
reserve  ratio  of  the  DIF  for  the  prior 
assessment  period  is  greater  than  2.5 
percent,  the  total  base  assessment  rates 
after  adjustments  for  an  insured 
depository  institution,  except  as 
provided  in  paragraph  (e)  of  this 
section,  shall  be  the  rate  prescribed  in 
the  following  schedule. 


Total  Base  Assessment  Rate  Schedule  (after  Adjustments)*  if  Reserve  Ratio  for  Prior  Assessment  Period 

Is  Greater  Than  or  Equal  to  2.5  Percent** 


Risk  Category 

1 

Risk  Category 

II 

Risk  Category 

III 

Risk  Category 
IV 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate . 

1-5 

9 

15 

25 

1-25 

Unsecured  debt  adjustment . 

(2.5)-0 

(4.5)-0 

(5)-0 

(5)-0 

Brokered  deposit  adjustment . 

. 

0-10 

0-10 

0-10 

Total  base  assessment  rate  . 

0.5-5 

4.5-19 

10-25 

20-35 

0.5-35 

‘All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Total  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates.  i'm  '■  o.  'o 
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**  Total  base  assessment  rates  do  not  include  the  depository  institution  debt  adjustment. 


(i)  Risk  Category  I  Total  Base  ' 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for 
institutions  in  Risk  Category  I  shall 
range  from  0.5  to  5  basis  points. 

(ii)  Risk  Category  H  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  fates  for  Risk 
Category  II  shall  range  from  4.5  to  19 
basis  points. 

(iii)  Risk  Category  III  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  III  shall  range  from  10  to  25 
basis  points. 

(iv)  Risk  Category  TV  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  IV  shall  range  from  20  to  35 
basis  points. 

(v)  Large  and  Highly  Complex 
Institutions  Total  Base  Assessment  Rate 
Schedule.  The  annual  total  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from 
0.5  to  35  basis  points. 

(e)  Assessment  Rate  Schedules  for 
New  Institutions.  New  depository 
institutions,  as  defined  in  327. 8(j),  shall 
be  subject  to  the  assessment  rate 
schedules  as  follows: 

(1)  Prior  to  the  reserve  ratio  of  the  DIF 
first  reaching  1.15  percent  after 
September  30,  2010.  After  September 
30,  2010,  if  the  reserve  ratio  of  the  DIF 
has  not  reached  1.15  percent,  new 
institutions  shall  be  subject  to  the  initial 
and  total  base  assessment  rate  schedules 


provided  for  in  paragraph  (a)  of  this 
section. 

(2)  Assessment  rate  schedules  once 
the  DIF  reserve  ratio  first  reaches  1.15 
percent  after  September  30,  2010.  After 
September  30,  2010,  once  the  reserve 
ratio  of  the  DIF  first  reaches  1.15 
percent,  new  institutions  shall  be 
subject  to  the  initial  and  total  base 
assessment  rate  schedules  provided  for 
in  paragraph  (b)  of  this  section,  even  if 
the  reserve  ratio  equals  or  exceeds  2 
percent  or  2.5  percent. 

(f)  Total  Base  Assessment  Rate 
Schedule  adjustments  and  procedures — 
(1)  Board  Rate  Adjustments.  The  Board 
may  increase  or  decrease  the  total  base 
assessment  rate  schedule  in  paragraphs 
(a)  through  (d)  of  this  section  up  to  a 
maximum  increase  of  3  basis  points  or 
a  fraction  thereof  or  a  maximum 
decrease  of  3  basis  points  or  a  fraction 
thereof  (after  aggregating  increases  and 
decreases),  as  the  Board  deems 
necessary.  Any  such  adjustment  shall 
apply  uniformly  to  each  rate  in  the  total 
base  assessment  rate  schedule.  In  no 
case  may  such  Board  rate  adjustments 
result  in  a  total  base  assessment  rate  that 
is  mathematically  less  than  zero  or  in  a 
total  base  assessment  rate  schedule  that, 
at  any  time,  is  more  than  3  basis  points 
above  or  below  the  total  base  assessment 
schedule  for  the  Deposit  Insurance  Fund 
in  effect  pursuant  to  paragraph  (b)  of 
this  section,  nor  may  any  one  such 
Board  adjustment  constitute  an  increase 
or  decrease  of  more  than  3  basis  points. 


(2)  Amount  of  revenue.  In  setting 
assessment  rates,  the  Board  shall  take 
into  consideration  the  following: 

(i)  Estimated  operating  expenses  of 
the  Deposit  Insurance  Fund; 

(ii)  Case  resolution  expenditures  and 
income  of  the  Deposit  Insurance  Fund; 

(iii)  The  projected  effects  of 
assessments  on  the  capital  and  earnings 
of  the  institutions  paying  assessments  to 
the  Deposit  Insurance  Fund; 

(iv)  The  risk  factors  and  other  factors 
taken  into  account  pursuant  to  12  USC 
1817(b)(1);  and 

(v)  Any  other  factors  the  Board  may 
deem  appropriate. 

(3)  Adjustment  procedure.  Any 
adjustment  adopted  by  the  Board 
pursuant  to  this  paragraph  will  be 
adopted  by  rulemaking,  except  that  the 
Corporation  may  set  assessment  rates  as 
necessary  to  manage  the  reserve  ratio, 
within  set  parameters  not  exceeding 
cumulatively  3  basis  points,  pursuant  to 
paragraph  (c)(1)  of  this' section,  without 
further  rulemaking. 

(4)  Announcement.  The  Board  shall 
announce  the  assessment  schedules  and 
the  amount  and  basis  for  any  adjustment 
thereto  not  later  than  30  days  before  the 
quarterly  certified  statement  invoice 
date  specified  in  §  327.3(b)  of  this  part 
for  the  first  assessment  period  for  which 
the  adjustment  shall  be  effective.  Once 
set,  rates  will  remain  in  effect  until 
changed  by  the  Board. 

8.  Appendix  A  to  Subpart  A  is  revised 
to  read  as  follows: 


Appendix  A  to  Subpart  A  of  Part  327— Description  of  Scorecard  Measures 


Tier  1  Leverage  Ratio . 

Concentration  Measure,  for  Large  IDIs  (excluding  Highly  Complex  Insti¬ 
tutions). 

(1 )  Higher-Risk  Assets/Tier  1  Capital  and  Reserves . 


(2)  Growth-Adjusted  Portfolio  Concentrations 


Tier  1  capital  for  Prompt  Corrective  Action  (PCA)  divided  by  adjusted 
average  assets  based  on  the  definition  for  prompt  corrective  action. 

Concentration  score  for  large  institutions  takes  the  higher  score  of  the 
following  two: 

Sum  of  construction  and  land  development  (C&D)  loans  (funded  and 
unfunded),  leveraged  loans  (funded  and  unfunded),  nontraditional 
mortgages,  and  subprime  consumer  loans  divided  by  Tier  1  capital 
and  reserves.  See  Appendix  C  to  this  part  for  the  detailed  descrip¬ 
tion  of  the  ratio. 

The  measure  is  calculated  in  following  steps: 

(i)  Concentration  levels  (as  a  ratio  to  Tier  1  capital  and  reserves)  are 
calculated  for  each  broad  portfolio  category  (C&D,  other  commercial 
real  estate  loans,  first  lien  residential  mortgages  (including  non-agen¬ 
cy  mortgage-backed  securities),  and  junior  lien  residential  mort- 
gagt’S,  commercial  and  industrial  loans,  credit  card,  and  other  con¬ 
sumer  loans). 

(ii)  Three-year  merger-adjusted  portfolio  growth  rates  are  then  scaled 
to  a  growth  factor  of  1  to  1 .2  where  a  3-year  cumulated  growth  rate 
of  20  percent  or  less  equals  a  factor  of  1  and  a  growth  rate  of  80 
percent  or  greater  equals  a  factor  of  1 .2.  If  three  years  of  data  are 
not  available,  a  growth  factor  of  1  will  be  assigned. 

(iii)  Risk  weights  are  assigned  to  each  category  based  on  historical 
loss  rates. 

(iv)  Concentration  levels  are  multiplied  by  risk  weights  and  squared  to 
produce  a  risk-adjusted  concentration  ratio  for  each  portfolio. 

(v)  The  risk-adjusted  concentration  ratio  for  each  portfolio  is  multiplied 
by  the  growth  factor  and  resulting  values  are  summed. 
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Appendix  A  to  Subpart  A  of  Part  327— Description  of  Scorecard  Measures— Continued 


Concentration  Measure  for  Highly  Complex  Institutions . 

(1)  Higher-Risk  Assets/Tier  1  Capital  and  Reserves . . 

(2)  Top  20  Counterparty  Exposure/Tier  1  Capital  and  Reserves 


(3)  Largest  Counterparty  Exposure/Tier  1  Capital  and  Reserves  .... 


Core  Earnings/ Average  Quarter-End  Total  Assets 


Credit  Quality  Measure: . 

(1 )  Criticized  and  Classified  Items/Tier  1  Capital  and  Reserves 


(2)  Underperforming  Assets/Tier  1  Capital  and  Reserves . 

Core  Deposits/Total  Liabilities . . 

Balance  Sheet  Liquidity  Ratio  . . 

Potential  Losses/Total  Domestic  Deposits  (Loss  Severity  Measure) 


See  Appendix  C  to  this  part  for  the  detail  description  of  the  measure. 
Concentration  score  for  highly  complex  institutions  takes  the  highest 
score  of  the  following  three: 

Sum  of  C&D  loans  (funded  and  unfunded)*  leveraged  loans  (funded 
and  unfunded),  nontraditional  mortgages,  and  subprime  consumer 
loans  divided  by  Tier  1  capital  and  reserves.  See  Appendix  C  to  this 
part  for  the  detailed  description  of  the  ratio. 

Sum  of  the  total  exposure  amount  to  the  largest  20  counterparties  by 
exposure  amount  divided  by  Tier  1  -capital  and  reserves. 
Counterparty  exposure  is  equal  to  the  sum  of  Exposure  at  Default 
(EAD)  associate  with  derivatives  trading  and  Securities  Financing 
Transactions  (SFTs)  and  the  gross  lending  exposure  (including  all 
unfunded  commitments)  for  each  counterparty  or  borrower  at  the 
consolidated  entity  level. ^  EAD  for  derivatives  trading  and  SFTs  is  to 
be  calculated  as  defined  in  Basel  II  or  as  updated  in  future  Basel  Ac¬ 
cords.  EAD  and  lending  exposure  is  to  be  reported  at  the  consoli¬ 
dated  level  across  all  legal  entities  for  that  counterparty. 

Sum  of  the  exposure  amount  to  the  largest  counterparty  by  exposure 
amount  divided  by  Tier  1  capital  and  reserves.  Counterparty  expo¬ 
sure  is  equal  to  the  sum  of  Exposure  at  Default  (EAD)  associated 
with  derivatives  trading  and  Securities  Financing  Transactions 
(SFTs)  and  the  gross  lending  exposure  (including  all  unfunded  com¬ 
mitments)  for  each  counterparty  or  borrower  at  the  consolidated  enti¬ 
ty  level.  EAD  for  derivatives  trading  and  SFTs  is  to  be  calculated  as 
defined  in  Basel  II  or  as  updated  in  future  Basel  Accords.  EAD  and 
lending  exposure  is  to  be  reported  at  the  consolidated  level  across 
»  all-legal  entities  for  that  counterparty. 

Core  earnings  are  defined  as  quarterly  net  income  less  extraordinary 
items  and  realized  gains  and  losses  on  available-for-sale  (AFS)  and 
held-to-maturity  (HTM)  securities,  adjusted  for  mergers.  The  ratio 
takes  a  four-quarter  sum  of  merger-adjusted  core  earnings  and  di^ 

!  vides  it  by  an  average  of  five  quarter-end  total  assets  (most  recent 
I  and  four  prior  quarters).  If  four  quarters  of  data  on  core  earnings  are 
I  not  available,  data  for  quarters  that  are  available  will  be  added  and 
I  annualized.  If  five  quarters  of  data  on  total  assets  are  not  available, 
j  data  for  quarters  that  are  available  will  be  averaged. 

Asset  quality  score  takes  a  higher  score  of  the  following  two: 

Sum  of  criticized  and  classified  items  divided  by  the  sum  of  Tier  1  cap¬ 
ital  and  reserves.  Criticized  and  classified  items'^  include  items  with 
I  an  internal  grade  of  “Special  Menfion”  or  worse  and  include  retail 
■  items  under  Uniform  Retail  Classification  Guidelines,  securities  that 
I  are  internally  rated  the  regulatory  equivalent  of  “Special  Mention”  or 
I  worse,  and  marked-to-market  counterparty  positions  that  are  inter- 
I  nally  rated  the  regulatory  equivalent  of  “Special  Mention”  or  worse, 

I  less  credit  valuation  adjustments.  Criticized  and  classified  items  ex- 
!  elude  loans  and  securities  in  trading  books,  and  the  maximum 
amount  recoverable  from  the  U.S.  government,  its  agencies,  or  gov¬ 
ernment-sponsored  agencies,  under  guarantee  or  insurance  provi¬ 
sions. 

Sum  of  loans  that  are  30-89  days  past  due,  loans  that  are  90  days  or 
more  past  due,  nonaccrual  loans,  restructured  loans  (including  re¬ 
structured  1-4  family  loans),  and  ORE,  excluding  the  maximum 
amount  recoverable  from  the  U.S.  governitient,  its  agencies,  or  gov¬ 
ernment-sponsored  agencies,  under  guarantee  or  insurance  provi¬ 
sions,  divided  by  a  sum  of  Tier  1  capital  and  reserves. 

Sum  of  demand  deposits,  NOW  accounts,  MMDA,  other  savings  de¬ 
posits,  CDs  under  $250,000  less  insured  brokered  deposits  under 
$250,000  divided  by  total  liabilities. 

Sum  of  cash  and  balances  due  from  depository  institutions.  Federal 
funds  sold  and  securities  purchased  under  agreements  to  resell,  and 
agency  securities  (excludes  agency  mortgage-backed  securities  but 
includes  securities  issued  by  the  US  T reasury,  US  government  agen¬ 
cies,  and  US  government-sponsced  enterprises)  divided  by  the  sum 
of  Federal  funds  purchased  and  repurchase  agreements,  other  bor¬ 
rowings  (including  FHLB)  with  a  remaining  maturity  of  one  year  or 
less,  7.5  percent  of  insured  domestic  deposits,  and  15  percent  of  un¬ 
insured  domestic  and  foreign  deposits. 

Potential  losses  to  the  DIF  in  the  event  of  failure  divided  by  total  do¬ 
mestic  deposits.  Appendix  D  describes  the  calculation  of  the  loss  se- 
I  verity  measure  in  detail. 
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Appendix  A  to  Subpart  A  of  Part  327— Description  of  Scorecard  Measures — Continued 


Noncore  Funding/Total  Liabilities  .. 


Market  Risk  Measure  for  Highly  Complex  Institutions 

(1)  Trading  Revenue  Volatility/Tier  1  Capital  . 

(2)  Market  Risk  Capital/Tier  1  Capital . 

(3)  Level  3  Trading  Assets/Tier  1  Capital  . 

Average  Short-term  Funding/Average  Total  Assets  .. 


Noncore  liabilities  divided  by  total  liabilities.  Noncore  liabilities  generally 
consist  of  total  time  deposits  of  $250,000  or  more,  other  borrowed 
money  (all  maturities),  foreign  office  deposits,  securities  sold  under 
agreements  to  repurchase,  Federal  funds  purchased,  and  insured 
brokered  deposits  issued  in  denominations  of  less  than  $250,000. 

This  measure  is  a  weighted  average  of  three  risk  measures: 

Trailing  4-quarter  standard  deviation  of  quarterly  trading  revenue 
(merger-adjusted)  divided  by  Tier  1  capital. 

Market  risk  capital  divided  by  Tier  1  capital.  Market  risk  capital  equals 
market-risk  equivalent  assets  divided  by  12.5. 

Level  3  trading  assets  divided  by  Tier  1  capital. 

Quarterly  average  of  Federal  funds  purchased  and  repurchase,  agree¬ 
ments  divided  by  the  quarterly  average  of  total  assets  as  reported  on 
Schedule  RC-K  of  call  reports. 


1  EAD  and  SFTs  are  defined  and  described  in  the  compilation  issued  by  the  Basel  Committee  on  Banking  Supervision  in  its  June  2006  docu¬ 
ment,  “International  covergence  of  Capital  Measurement  and  Capital  Standards.”  The  definitions  are  described  in  detail  in  Annex  4  of  the  docu¬ 
ment.  Any  updates  to  the  Basel  II  capital  treatment  of  counterparty  credit  risk  would  be  implemented  as  they  are  adopted. 


9.  Appendix  B  to  Subpart  A  is  revised 
to  read  as  follows; 

Appendix  B  to  Subpart  A  of  Part  327 — 
Conversion  of  Scorecard  Measures  into 
Score 

1.  Weighted  Average  CAMELS  Rating 

Weighted  average  CAMELS  ratings 
between  1  and  3.5  are  assigned  a  score 
between  25  and  100  according  to  the 
following  equation; 

S=  25  +  [(20/3)  *  (C2  -  1)1, 

Where; 

S  =  the  weighted  average  CAMELS  score;  and 
C  =  the  weighted  average  CAMELS  rating. 

2.  Other  Scorecard  Measures 

For  certain  scorecard  measures,  a  lower 
ratio  implies  lower  risk  and  a  higher  ratio 
implies  higher  risk.  These  measures  include: 

•  Concentration  measure; 

•  Credit  quality  measure; 

•  Market  risk  measure; 

•  Average  short-term  funding  to  average 
total  assets  ratio; 

•  Potential  losses  to  total  domestic 
deposits  ratio  (loss  severity  measure);  and, 

•  Noncore  funding  to  total  liabilities  ratio. 


For  those  measures,  a  value  between  the 
minimum  and  maximum  cutoff  values  is 
converted  linearly  to  a  score  between  0  and 
100,  according  to  the  following  formula: 

S  =  (V  —  Min)  *  100/(May  —  Min), 
where  S  is  score  (rounded  to  three  decimal 
points),  V  is  the  value  of  the  measure, 
Min  is  the  minimum  cutoff  value  and 
Max  is  the  maximum  cutoff  value. 

For  other  scorecard  measures,  a  lower 
value  represents  higher  risk  and  a  higher 
value  represents  lower  risk.  These  measures 
include: 

•  Tier  1  leverage  ratio; 

•  Core  earnings  to  average  quarter-end 
total  assets  ratio; 

•  Core  deposits  to  total  liabilities  ratio; 
and, 

•  Balance  sheet  liquidity  ratio. 

For  those  measures,  a  value  between  the 
minimum  and  maximum  cutoff  values  is 
converted  linearly  to  a  score  between  0  and 
100,  according  to  the  following  formula: 

S  =  (Max  —  V)  *  100/(Max  —  Min), 
where  S  is  score  (rounded  to  three  decimal 
points),  V  is  the  value  of  the  measure. 
Max  is  the  maximum  cutoff  value  and 
Min  is  the  minimum  cutoff  value. 


10.  Appendix  C  to  Subpart  A  is 
revised  to  read  as  follows: 

Appendix  C  to  Subpart  A  to  Part  327 — 
Concentration  Measures 

The  concentration  measure  score  for  large 
institutions  is  the  higher  of  the  two 
concentration  scores:  A  higher-risk  assets  to 
Tier  1  capital  and  reserves  ratio  and  a 
growth-adjusted  portfolio  concentration 
measure.  The  concentration  measure  score 
for  highly  complex  institutions  takes  a  higher 
of  the  three  concentration  scores:  A  higher- 
risk  assets  to  Tier  1  capital  and  reserve  ratio, 
a  Top  20  counterparty  exposure  to  Tier  1 
capital  and  reserves  ratio,  a  largest 
counterparty  to  Tier  1  capital  and  reserves 
ratio.  The  higher-risk  assets  to  Tier  1  capital 
and  reserve  ratio  and  the  growth-adjusted 
portfolio  concentration  measure  are 
described  below. 

A.  Higher-Risk  Assets/Tier  J  Capital  and 
Reserves 

The  higher-risk  assets  to  Tier  1  capital  and 
reserves  ratio  is  the  sum  of  the 
concentrations  in  each  of  four  risk  areas 
described  below  and  is  calculated  as: 


Amount  of  Exposure  j  ^ 
Tier  1  Capital  +  Reserves,.  ^ 


Where: 

H  is  institution  i’s  higher-risk  concentration 
measure  and 
k  is  a  risk  area.* 

The  four  risk  areas  (k)  are  defined  as: 

•  Construction  and  land  development 
loans  (funded  and  unfiinded); 

•  Leveraged  loans  (funded  and  unfunded); 

•  Nontraditional  mortgage  loans;  and 

•  Subprime  consumer  loans.^  3 


The  high-risk  concentration  measure  is  rounded 
to  two  decimal  points. 

^  All  loan  concentrations  should  include 
purchased  credit  impaired  loans. 

3  Each  loan  concentration  category  should 
exclude  the  maximum  amount  of  loans  recoverable 


The  risk’areas  are  defined  according  to  the 
interagency  guidance  for  a  given  product 
with  specific  modifications  made  to 
minimize  reporting  discrepancies.  The 
definitions  for  each  risk  area  are  as  follows: 

1.  Construction  and  Land  Development 
Loans:  Construction  and  development  loans 
include  construction  and  land  development 
loans  outstanding  and  unfunded 
commitments. 

2.  Leveraged  Loans:  Leveraged  loans 
include  all  commercial  loans — funded  and 
unfunded  and  securities  (e.g.,  high  yield 
bonds  meeting  any  of  the  criteria  below), 


from  the  U.S.  government,  its  agencies,  or 
government-sponsored  agencies,  under  guarantee  or 
insurance  provisions. 


excluding  those  securities  classified  as 
trading  book,  that  meet  any  one  of  the 
following  conditions: 

•  Loans  or  securities  where  proceeds  are 
used  for  buyout,  acquisition,  and 
recapitalization; 

•  Loans  or  securities  with  a  balance  sheet 
leverage  ratio  (total  liabilities/total  assets) 
higher  than  50  percent  or  where  a  transaction 
resulted  in  an  increase  in  the  leverage  ratio 
of  more  than  75  percent.  Loans  or  securities 
where  borrower’s  operating  leverage  ratio 
((total  debt/trailing  twelve  month  EBITDA 
(earnings  before  interest,  taxes,  depreciation, 
and  amortization)  or  senior  debt/ trailing 
twelve  month  EBITDA))  are  above  4.0X 
EBITDA  or  3. OX  EBITDA,  respectively.  For 
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purposes  of  this  calculation,  the  only 
permitted  EBITDA  adjustments  are  those 
adjustments  specifically  permitted  for  that 
borrower  in  its  credit  agreement;  or 

•  Loans  or  securities  that  are  designated  as 
highly  leveraged  transactions  (HLT)  by 
syndication  agent 

For  purposes  of  the  concentration  measure, 
leveraged  loans  include  all  loans  and/or 
securitizations  that  may  not  have  been 
considered  leveraged  at  the  time  of 
origination,  but  subsequent  to  origination, 
meet  the  characteristics  of  a  leveraged  loan. 
Leveraged  loans  include  all  securitizations 
where  greater  than  50  percent  of  the  assets 
backing  the  securitization  meet  one  or  more 
of  the  preceding  criteria  of  leveraged  loans 
(e.g.,  CLOs),  with  the  exception  of  those 
securities  classified  as  trading  book. 

3.  Nontmditional  Mortgage  Loans: 
Nontraditional  mortgage  loans  includes  all 
residential  loan  products  that  allow  the 
borrower  to  defer  repayment  of  principal  or 
interest  emd  includes  all  interest-only 
products,  teaser  rate  mortgages,  and  negative 
amortizing  mortgages,  wdth  the  exception  of 
home  equity  lines  of  credit  (HELOCs)  or 
reverse  mortgages.® 


For  purposes  of  the  concentration  measure, 
nontraditional  mortgage  loans  include 
securitizations  where  greater  than  50  percent 
of  the  assets  backing  the  securitization  meet 
one  or  more  of  the  preceding  criteria  for 
nontraditional  mortgage  loans,  with  the 
exception  of  those  securities  classified  as 
trading  book. 

4.  Subprime  Consumer  Loans:  Subprime 
loans  include  loans  made  to  borrowers  that 
display  one  or  more  of  the  following  credit 
risk  characteristics  (excluding  subprime 
loans  that  are  previously  included  as 
nontraditional  mortgage  loans): 

•  Two  or  more  30-day  delinquencies  in  the 
last  12  months,  or  one  or  more  60-day 
delinquencies  in  the  last  24  months; 

•  Judgment,  foreclosure,  repossession,  or 
charge-off  in  the  prior  24  months; 

•  Bankruptcy  in  the  last  5  years; 

•  Credit  bureau  risk  score  (FICO)  of  660  or 
below  (depending  on  the  product/collateral), 
or  other  bureau  or  proprietary  scores  with  an 
equivalent  default  probability  likelihood; 
and/or 

•  Debt  service-to-income  ratio  of  50 
percent  or  greater,  or  otherwise  limited 
ability  to  cover  family  living  expenses  after 


deducting  total  monthly  debt-service 
requirements  from  monthly  income.® 

For  purposes  of  the  concentration  measure, 
subprime  loans  include  loans  that  were  not 
considered  subprime  at  origination,  but  meet 
the  characteristics  of  subprime  subsequent  to 
origination.  Subprime  loans  also  include 
securitizations  where  more  than  50  percent 
of  assets  backing  the  securitization  meet  one 
or  more  of  the  preceding  criteria  for  subprime 
loans,  excluding  those  securities  classified  as 
trading  book. 

B.  Growth-adjusted  portfolio  concentration 
measure 

The  growth-adjusted  concentration 
measure  is  the  sum  of  the  values  of 
concentrations  in  each  of  the  seven 
portfolios,  each  of  the  values  being  first 
adjusted  for  risk  weights  and  growth.  To 
obtain  the  value  for  each  of  the  seven 
portfolios,  the  product  of  the  risk  weight  and 
the  concentration  ratio  is  first  squared  and 
then  multiplied  by  the  growth  factor.  The 
measure  is  calculated  as; 


N,=Z 


Amount  of  exposure 
Tier  1  Capital  +  Reserves. 


gk 


Where: 

N  is  institution  I’s  growth-adjusted  portfolio 
concentration  measure;  ^ 
k  is  a  portfolio; 

g  is  a  growth  factor  for  institution  I’s  portfolio 
k;  and, 

w  is  a  risk  weight  for  portfolio  k. 

The  seven  portfolios  (k)  are  defined  based 
on  the  Call  Report/TFR  data  and  they  are: 

•  First-lien  residential  mortgages  and  non¬ 
agency  residential  mortgage-backed 
securities; 

•  Closed-end  junior  liens  and  home  equity 
tines  of  credit  (HELOCs); 

•  Construction  and  land  development 
loans; 

•  Other  commercial  real  estate  loans; 

•  Commercial  and  industrial  loans; 

•  Credit  card  loans;  and 

•  Other  consumer  loans.** 

The  grow'th  factor,  g,  is  based  on  a  three- 
year  merger-adjusted  growth  rate  for  a  given 
portfolio;  g  ranges  from  1  to  1.2  where  a  20 
percent  growth  rate  equals  a  factor  of  1  and 
an  80  percent  growth  rate  equals  a  factor  of 
1.2.'®  "  For  growth  rates  less  than  20  percent, 
g  is  1;  for  growth  rates  greater  than  80 
percent,  g  is  1.2.  For  growth  rates  between  20 


*  http://www.fdic.gov/news/news/press/2001k 
pr2801  .html. 

^  http://www.fdic.gov/reguiations/laws/federaI/ 
2006/06noticeFlNAL.html. 

®  http://www.fdic.gov/news/news/press/2001 / 
pr0901a.html. 

^The  growth-adjusted  portfolio  concentration 
measure  is  rounded  to  two  decimal  points. 

*  All  loan  concentrations  should  include  the  fair 
value  of  purchased  credit  impaired  loans. 


percent  and  80  percent,  the  growth  factor  is 
calculated  as; 


gi,k  =  1 


i(G,^-0.20) 


where 


G 


i,k 


i,kj 


i,k,t-\2 


V  is  the  portfolio  amount  as  reported  on 
the  Call  Report/TFR  and  t  is  the  quarter  for 
which  tlie  assessment  is  being  determined. 

The  risk  weight  for  each  portfolio  reflects 
relative  peak  loss  rates  for  banks  at  the  90th 
percentile  during  the  1990-2009  period. 
These  loss  rates  were  converted  into 
equivalent  risk  weights  as  shown  in  Table 
C.l. 


Table  C.1— 90th  percentile  Annual 
Loss  Rates  for  1990-2009  Pe¬ 
riod  AND  Corresponding  Risk 
Weights 


Loss  rates 

Risk 

weights 

Portfolio 

(90th  per¬ 
centile) 

First-Lien  Mortgages 
Second/Junior-  Lien 

2.3 

0.5 

Mortgages  . 

Commercial  and  In- 

4.6 

'0.9 

dustrial  (C&I) 

Loans  . 

5.0 

1.0 

Construction  and 

Development 
(C&D)  Loans  . 

15.0 

3.0 

Commercial  Real 

Estate  Loans,  ex¬ 
cluding  C&D  . 

4.3 

0.9 

Credit  Card  Loans  .. 
Other  Consumer 

11.8 

2.4 

Loans  . 

5.9 

1.2 

*  Each  loan  concentration  category  should 
exclude  the  maximum  amount  of  loans  recoverable 
from  the  U.S.  government,  its  agencies,  or 
government-sponsored  agencies,  under  guarantee  or 
insurance  provisions. 

'“The  cut-off  values  of  0.2  emd  0.8  correspond  to 
about  45th  percentile  and  80th  percentile  among 
the  large  institutions,  respectively,  based  on  the 
data  from  2000  to  2009. 

"  The  growth  factor  is  rounded  to  two  decimal 
points. 


'2  The  risk  weights  are  based  on  loss  rates  for 
each  portfolio  relative  to  the  loss  rate  for  C&I  loans, 
which  is  given  a  risk  weight  of  1.  The  peak  loss 
rates  were  derived  as  follows.  The  loss  rate  for  each 
loan  category  for  each  bank  with  over  $5  billion  in 
total  eissets  was  calculated  for  each  of  the  last 
twenty  calendar  years  (1990-2009).  The  highest 
value  of  the  90th  percentile  of  each  loan  category 
over  the  twenty  year  period  was  selected  as  the 
peak  loss  rate. 
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11.  Appendix  D  to  Subpart  A  is  added  to 
read  as  follows: 

Appendix  D  to  Subpait  A  of  Part  327 — 
Description  of  the  Loss  Severity  Measure 

The  loss  severity  measure  applies  a 
standardized  set  of  assumptions  to  an 
institution’s  balance  sheet  for  a  given  quarter 
to  measure  possible  losses  to  the  FDIC  in  the 
event  of  an  institution’s  failure.  To  determine 
an  institution’s  loss  severity  rate,  the  FDIC 
first  uses  assumptions  about  uninsured 
deposit  and  other  unsecured  liability  runoff 
and  growth  in  insured  deposits  to  adjust  the 
size  and  composition  of  the  institution’s 
liabilities.  Assets  are  then  reduced  to  match 
any  reduction  in  liabilities.^  The  institution’s 
asset  values  are  tRen  further  reduced  so  that 
the  Tier  1  leverage  ratio  reaches  2  percent.^ 
Asset  adjustments  are  made  pro  rata  to  asset 
categories  to  preserve  the  institution’s  asset 
composition.  Assumptions  regarding  loss 
rates  at  failure  for  a  given  asset  category  and 
the  extent  of  secured  liabilities  are  then 
applied  to  estimated  assets  and  liabilities  at 
failure  to  determine  whether  the  institution 
has  enough  unencumbered  assets  to  cover 
domestic  deposits.  Any  projected  shortfall  is 
divided  by  current  domestic  deposits  to 
obtain  an  end-of-period  loss  severity  ratio. 
The  loss  severity  measure  is  an  average  loss 
severity  ratio  for  the  three  most  recent 
quarters. 

Runoff  and  Capital  Adjustment  Assumptions 
Table  D.l  contains  run-off  assumptions. 


Table  D.1— Runoff  Rate 

ASSUMPTIONS 


! 

Liability  type 

Runoff  rate* 
(percent)' 

Insured  Deposits . 

-32.0 

Uninsured  Deposits  . 

28.6 

Foreign  Deposits  . 

80.0 

Federal  Funds  Purchased  .... 

40.0 

Repurchase  Agreements . 

25.0 

Trading  Liabilities . 

50.0 

Table  D.1— Runoff  Rate 
Assumptions— Continued 


Liability  type  ! 

Runoff  rate* 
(percent) 

Unsecured  Borrowings  <=  1  j 

Year .  i 

75.0 

Unsecured  Borrowing  >  1  | 

Year . 

0.0 

Secured  Borrowings  <=  1 

Year . 

25.0 

Secured  Borrowings  >  1 

Year . 

0.0 

Subordinated  Debt  and  Lim- 

ited  Liability  Preferred 

Stock  . 

15.0 

Other  Liabilities . 

0.0 

*  A  negative  rate  implies  growth. 


Given  the  resulting  total  liabilities  after 
runoff,  assets  are  then  reduced  pro  rata  to 
preserve  the  relative  amount  of  assets  in  each 
of  the  following  asset  categories  and  to 
achieve  a  Tier  1  leverage  ratio  of  2  percent: 

•  Cash  and  Interest  Bearing  Balances; 

•  Trading  Account  Assets: 

•  Federal  Funds  Sold  and  Repurchase 
Agreements: 

•  Treasury  and  Agency  Securities; 

•  Municipal  Securities; 

•  Other  Securities; 

•  Construction  and  Development  Loans; 

•  Nonresidential  Real  Estate  Loans; 

•  Multifamily  Real  Estate  Loans; 

•  1-4  Family  Closed-End  First  Liens; 

•  1-4  Family  Closed-End  Junior  Liens; 

•  Revolving  Home  Equity  Loans;  and 

•  Agricultural  Real  Estate  Loans. 

Recovery  Value  of  Assets  at  Failure 

Table  D.2  shows  loss  rates  applied  to  each 
of  the  asset  categories  as  adjusted  above. 


Table  D.2— Asset  Loss  Rate 
Assumptions 


Asset  category  ' 

Loss  rate 
(percent) 

Cash  and  Interest  Bearing  j 

Balances  . 

0.0 

T rading  Account  Assets  . 

0.0 

Federal  Funds  Sold  and  Re- 

purchase  Agreements . 

0.0 

Treasury  and  Agency  Securi- 

ties . 

0.0 

Municipal  Securities . 

10.0 

Other  Securities . . f . 

15.0 

Construction  and  Develop- 

ment  Loans  . 

38.2 

Nonresidential  Real  Estate 

Loans  . 

17.6 

Multifamily  Real  Estate 

Loans  . 

10.8 

1-4  Family  Closed-End  First 

Liens . 

19.4 

1-4  Family  Closed-End  Jun- 

ior  Liens  . 

41.0 

Revolving  Home  Equity 

Loans  . 

41.0 

Agricultural  Real  Estate 

Loans  . 

19.7 

Agricultural  Loans . 

11.8 

Commercial  and  Industrial 

Loans  . 

21.5 

Credit  Card  Loans  . 

18.3 

Other  Consumer  Loans  . 

18.3 

All  Other  Loans . 

51.0 

Other  Assets . 

75.0 

Secured  Liabilities  at  Failure 

Federal  home  loan  bank  advances,  secured 
Federal  funds  purchased,  foreign  deposits 
and  repurchase  agreements  are  assumed  to  be 
fully  secured. 

Loss  Severity  Ratio  Calculation 

The  FDlC’s  loss  given  failure  (LCD)  is 
calculated  as: 


LGD  =  Failure  ^  (DomcsticDeposits  -  Recovery Valueof Assets  -l-  SecuredLiabilities  pa,iu„ ) 

Domestic  Deposits 


An  end-of-quarter  loss  severity  ratio  is  LGD 
divided  by  total  domestic  deposits  at  quarter- 
end  and  the  loss  severity  measure  for  the 
scorecard  is  an  average  of  end-of-period  loss 
severity  ratio  for  three  most  recent  quarters. 

By  order  of  the  Board  of  Directors. 


'  In  most  cases,  the  model  would  yield  reductions 
in  liabilities  and  assets  prior  to  failure.  Exceptions 
may  occur  for  Institutions  primarily  funded  through 


Dated  at  Washington,  DC,  this  9th  day  of 
November  2010. 


insured  deposits,  which  the  model  assumes  to  grow 
prior  to  failure. 

2  Of  course,  iii  reality,  runoff  and  capital  declines 
occur  more  or  less  simultaneously  as  an  in.stitution 


Federal  Deposit  Insurance  Corporation. 
Robert  E.  Feldman, 

Executive  Secretary. 

[FR  Doc.  2010-29137  Filed  11-19-10;  4:15  pm] 
BILLING  CODE  671 4-01 -P 


approaches  failure.  The  loss  severity  measure 
assumptions  simplify  this  process  for  ease  of 
modeling. 
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FEDERAL  DEPOSIT  INSURANCE 
CORPORATION 

12CFR  Part  327 
RIN  3064-AD66 

Assessments,  Large  Bank  Pricing 

agency:  Federal  Deposit  Insurance 
Corporation  (FDIC). 

ACTION:  Notice  of  proposed  rulemaking 
and  request  for  comment. 

SUMMARY:  The  FDIC  proposes  to  revise 
the  assessment  system  applicable  to 
large  insured  depository  institutions 
(IDIs  or  institutions)  to  better 
differentiate  IDIs  and  take  a  more 
forward-looking  view  of  risk;  to  better 
take  into  account  the  losses  that  the 
FDIC  may  incur  if  such  an  IDI  fails;  and 
to  make  technical  and  other  changes  to 
the  rules  governing  the  risk-based 
assessment  system,  including  proposed 
changes  to  the  assessment  base 
necessitated  by  the  Dodd-Frank  Wall 
Street  Reform  and  Consumer  Protection 
Act. 

DATES:  Comments  must  be  received  on 
or  before  January  10,  2011. 

ADDRESSES:  You  may  submit  comments 
on  the  notice  of  proposed  rulemaking, 
identified  by  RIN  number  and  the  words 
“Assessments,  Large  Bank  Pricing  NPR,” 
by  any  of  the  following  methods: 

•  Agency  Web  Site:  http:// 
www.FDIC.gov/reguIations/Iaws/ 
federal/ propose.html.  Follow  the 
instructions  for  submitting  comments 
on  the  Agency  Web  Site. 

•  E-mail:  Comments@FDIC.gov. 
Include  the  RIN  number  in  the  subject 
line  of  the  message. 

•  Mail:  Robert  E.  Feldman,  Executive 
Secretary,  Attention:  Comments,  Federal 
Deposit  Insurance  Corporation,  550  17th 
Street,  NW.,  Washington,  DC  20429. 

•  Hand  Delivery:  Guard  station  at  the 
rear  of  the  550-17th  Street  Building 
(located  on  F  Street)  on  business  days 
between  7  a.m.  and  5  p.m. 

Instructions:  All  submissions  received 
must  include  the  agency  name  and  RIN 
for  this  rulemaking.  Comments  will  be 
posted  to  the  extent  practicable  and,  in 
some  instances,  the  FDIC  may  post 
summaries  of  categories  of  comments, 
with  the  comments  themselves  available 
in  the  FDIC’s  reading  room.  Comments 
will  be  posted  at:  http://www.fdic.gov/ 
regulations/laws/ federal /propose.html, 
including  any  personal  information 
provided  with  the  comment. 

FOR  FURTHER  INFORMATION  CONTACT:  Lisa 
Ryu,  Chief,  Large  Bank  Pricing  Section, 
Division  of  Insurance  and  Research, 
(202)  898-3538;  Christine  Bradley, 
Senior  Policy  Analyst,  Banking  and 


Regulatory  Policy  Section,  Division  of 
Insurance  and  Research,  (202)  898- 
8951;  Brenda  Bruno,  Senior  Financial 
Analyst,  Division  of  Insurance  and 
Research,  (630)  241-0359  x  8312;  Robert 
L.  Burns,  Chief,  Exam  Support  and 
Analysis,  Division  of  Supervision  and 
Consumer  Protection  (704)  333-3132  x 
4215;  Christopher  Bellotto,  Counsel, 
Legal  Division,  (202)  898-3801;  Sheikha 
Kapoor,  Counsel,  Legal  Division,  (202) 
898-3960. 

SUPPLEMENTARY  INFORMATION: 

1.  Background 

Legal  Authority 

The  Federal  Deposit  Insurance  Act 
(the  FDI  Act)  requires  that  the  deposit 
insurance  assessment  system  be  risk- 
based  and  allows  the  FDIC  to  define  risk 
broadly.^  It  defines  a  risk-based  system 
as  one  based  on  an  institution’s 
probability  of  causing  a  loss  to  the 
Deposit  Insurance  Fund  (the  Fund  or  . 
the  DIF)  due  to  the  composition  and 
concentration  of  the  IDEs  assets  and 
liabilities,  the  likely  amount  of  any  such 
loss,  and  the  revenue  needs  of  the  DIF. 
The  FDI  Act  allows  the  FDIC  to 
“establish  separate  risk-based 
assessment  systems  for  large  and  small 
members  of  the  Deposit  Insurance 
Fund.”2 

2009  Assessments  Rule 

Effective  April  1,  2009,  the  FDIC 
amended  its  assessments  rule  to  create 
the  current  assessment  system.  Under 
this  system,  the  initial  base  assessment 
rate  for  a  large  Risk  Category  I 
institution  is  determined  by  either  the 
financial  ratios  method  (which  is  also 
applicable  to  all  small  IDIs)  or,  for  IDIs 
with  at  least  one  long-term  debt  rating, 
by  the  large  bank  method. ^  The 
financial  ratios  method  uses  a  weighted 
average  of  CAMELS  component  ratings 
and  certain  financial  ratios.^  The  large 


'  Section  7(b)(l)of  the  Federal  Deposit  Insurance 
Act  (12  U.S.C.  1817(b)). 

2  Section  7(b)(1)(D)  of  the  Federal  Deposit 
Insurance  Act  (12  U.S.C.  1817(b)(1)(D)). 

3  In  2006,  the  FDIC  adopted  by  regulation  an 
assessment  system  that  placed  IDIs  into  risk 
categories  (Risk  Category  I,  II,  III  or  IV)  depending  - 
on  supervisory  ratings  and  capital  levels.  71  FR 
69282  (Nov.  30,  2006). 

*  The  financial  ratios  method  applies  to  large 
institutions  without  at  least  one  long-term  debt 
rating  (and  all  small  IDIs).  The  2009  assessments 
rule  added  a  new  meeisure — the  adjusted  brokered 
deposit  ratio — to  the  financial  ratios  that  were 
considered  under  the  previous  assessments  rule. 
The  adjusted  brokered  deposit  ratio  measures  the 
extent  to  which  certain  brokered  deposits  are  used 
to  fund  rapid  asset  growth.  The  adjusted  brokered 
deposit  ratio  excludes  deposits  that  a  Risk  Category 
I  institution  receives  through  a  deposit  placement 
network  on  a  reciprocal  basis,  such  that:  (1)  for  any 
deposit  received,  the  institution  (as  agent  for 
depositors)  places  the  same  amount  with  other 


bank  method  incorporates  the  financial 
ratios  method  into  a  financial  ratios 
score  and  combines  this  score  with  the 
IDEs  weighted  average  CAMELS 
component  rating  and  its  average  long¬ 
term  debt  issuer  rating  to  produce  an 
assessment  rate  (the  large  bank  method). 
Under  the  2009  assessments  rule,  the 
FDIC  may  adjust  initial  assessment  rates 
for  large  Risk  Category  I  institutions  up 
to  1  basis  point  to  ensure  that  the 
relative  levels  of  risk  posed  by  these 
institutions  are  consistently  reflected  in 
assessment  rates;  the  adjustment  is 
known  as  the  large  bank  adjustment.® 

The  April  2010  Proposed  Rule  (April 
NPR) 

On  April  13,  2010,  the  FDIC,  using  its 
statutory  powers  under  section  7(b)  of 
the  FDI  Act  (12  U.S.C.  1817(b)),  adopted 
a  notice  of  proposed  rulemaking  with 
request  for  comment  to  revise  the 
assessment  system  applicable  to  large 
IDIs  to  better  capture  risk  at  the  time  an 
IDI  assumes  the  risk,  to  better 
differentiate  IDIs  during  periods  of  good 
economic  and  banking  conditions  based 
on  how  they  would  fare  during  periods 
of  stress  or  economic  downturns,  and  to 
better  take  into  account  the  losses  that 
>  the  FDIC  may  incur  if  an  IDI  fails  (the 
April  NPR).®  The  FDIC  sought 
comments  on  every  aspect  of  the  April 
NPR  and  specifically  requested 
comment  on  several  issues.  The  FDIC 
received  18  written  comments  on  the 
April  NPR.  Most  commeflters  requested 
that  the  FDIC  delay  the  implementation 
of  the  rulemaking  until  the  effects  of 
then  pending  comprehensive  financial 
regulation  bills  were  known. 

Congress  subsequently  adopted 
comprehensive  financial  regulation 
legislation  in  the  Dodd-Frank  Wall 
Street  Reform  and  Consumer  Protection 
Act  (Dodd-Frank),  which  includes  a 
provision  directing  the  FDIC  to  amend 
its  regulatory  definition  of  “assessment 
base”  for  purposes  of  setting 
assessments  for  IDIs.  As  a  result  of 
Dodd-Frank,  an  IDEs  assessment  base 
will  be  calculated  using  its  average 
consolidated  total  assets  less  its  average 
tangible  equity  during  the  assessment 
period. 7  The  FDIC  believes  that  the 
recent  statutory  change  to  the 


insured  depository  institutions  through  the 
network;  and  (2)  each  member  of  the  network  sets 
the  interest  rate  to  he  paid  .on  the  entire  amount  of 
funds  it  places  with  other  network  members 
(reciprocal  deposits). 

5  12  CFR  327.9(d)(4).  74  FR  9525,  9535-^9536 
(Mar.  4,  2009). 

6  75  FR  23516  (May  3,  2010). 

^Public  Law  111-203,  § 331(b),  124  Stat.  1376, 
1539  (to  be  codified  at  12  U.S.C.  1817(b)).  The  Act 
will  substitute  the  new  assessment  base  for  the 
current  assessment  base,  which  is  closely  related  to 
domestic  deposits.  12  CFR  327.5  (2010). 
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assessment  base  constitutes  a 
substantial  revision  to  the  deposit 
insurance  system  and,  under  the  FDI 
Act  (12  U.S.C.  1817(b)(1)(F)),  such 
changes  must  be  made  after  notice  and 
opportunity  to  comment.  Accordingly, 
the  FDIC  is  issuing  a  separate  notice  of 
proposed  rulemaking  with  request  for 
comment  on  the  Notice  of  Proposed 
Rulemaking  on  the  Implementation  of 
the  Deposit  Insurance  Assessment  Base 
(the  Assessment  Base  NPR),  which  is 
being  published  concurrently  with  this 
NPR.  Largely  as  a  result  of  Dodd-Frank 
and  the  Assessment  Base  NPR,  the  FDIC 
is  issuing  this  second  proposal  for 
public  comment  on  large  bank 
assessments,  taking  into  account  the 
comments  received  on  the  April  NPR. 
The  attached  regulatory  text  includes 
proposed  changes  for  this  NPR,  as  well 
as  the  Assessment  Base  NPR. 

II.  Risk-based  Assessment  System  for 
Large  Insured  Depository  Institutions 

In  this  rulemaking,  the  FDIC  proposes 
revising  the  assessment  system 
applicable  to  large  IDIs  to  better  capture 
risk  at  the  time  an  IDI  assumes  the  risk, 
to  better  differentiate  IDIs  during 
periods  of  good  economic  and  banking 
conditions  based  on  how  they  would 
fare  during  periods  of  stress  or 
economic  downturns,  and  to  better  take 
into  account  the  losses  that  the  FDIC 
may  incur  if  such  an  IDI  fails. 

As  in  the  April  NPR,  the  FDIC 
proposes  eliminating  risk  categories  and 
the  use  of  long-term  debt  issuer  ratings 
in  calculating  risk-based  assessments  for 


large  IDIs.®  The  FDIC  proposes  using  a 
scorecard  method  to  calculate 
assessment  rates  for  all  large  IDIs.  The 
scorecard  method  combines  CAMELS 
ratings  and  certain  forward-looking 
financial  measures  to  assess  the  risk  a 
large  IDI  poses  to  the  DIF.  The  scorecard 
uses  quantitative  measures  that  are 
readily  available  and  useful  in  ■ 
predicting  a  large  IDI’s  long-term 
performance.®  Two  separate  scorecards 
are  used:  one  for  most  large  IDIs  and 
another  for  institutions  that  are 
structurally  and  operationally  complex 
or  that  pose  unique  challenges  and  risk 
in  the  case  of  failure  (highly  complex 
IDIs). 

The  FDIC  believes  that,  since  the  ri§k 
measures  used  in  the  scorecards  focus 
on  long-term  risk,  they  should  mitigate 
the  pro-cyclicality  of  the  current  system. 
IDIs  that  pose  higher  risk  over  the  long 
term  would  pay  higher  assessments 
when  they  assume  these  risks — rather 
than  paying  large  assessment  rates  when 
conditions  deteriorate.  Consequently, 


®  Dodd-Frank  requires  all  federal  agencies  to 
review  and  modify  regulations  to  remove  reliance 
upon  credit  ratings  and  substitute  an  alternative 
standard  of  creditworthiness.  Public  Law  111-203, 
§939A,  124  Stat.  1376,  1886  (to  be  codified  at  15 
U.S.C.  780-7  note). 

®Most  of  the  data  are  publicly-available,  but  data 
elements  to  compute  four  scorecard  measures — 
higher-risk  assets,  top  20  counterparty  exposures, 
the  largest  counterparty  exposure,  and  criticized/ 
classified  items — are  gathered  during  the 
examination  process.  The  FDIC  proposes  that  IDIs 
provide  these  data  elements  in  the  Consolidated 
Reports  of  Condition  and  Income  (Call  Report)  or 
the  Thrift  Financial  Report  (TFR)  beginning  with 
the  second  quarter  of  2011.  See  Section  II,  E  of  this 
proposal. 


the  proposed  scorecard  system  should 
provide  incentives  for  IDIs  to  avoid 
excessive  risk  during  economic 
expansions. 

As  shown  in  Chart  1,  the  proposed 
measures  over  the  2005  to  2008  period 
were  useful  in  predicting  performance 
of  large  IDIs  in  2009.  The  chart  contrasts 
the  predictive  values  of  the  proposed 
measures  with  weighted-average 
CAMELS  component  ratings  and  risk 
measures  included  in  the  existing 
financial  ratios  method.  The  proposed 
measures  predict  the  proper  rank 
ordering  of  risk  for  large  IDIs  as  of  the 
end  of  2009  (based  on  a  consensus  view 
of  FDIC  analysts)  significantly  better 
than  do  the  other  two  risk  measures 
and,  thus,  better  than  the  current  system 
used  for  most  large  Risk  Category  I 
institutions,  which  combines  weighted- 
average  CAMELS  composite  scores,  the 
financial  ratios  method  and  long-term 
debt  issuer  ratings.^®  For  example,  in 
2006,  the  proposed  measures  would 
have  predicted  FDIC’s  year-end  2009 
risk  ranking  of  large  IDIs  more  than 
twice  as  well  as  the  risk  measures  in  the 
existing  financial  ratios  method,  which 
applies  to  large  IDIs  without  debt 
ratings. 

'“I.,ack  of  historical  debt  ratings  data  for  a 
significant  percent  of  large  IDIs  makes  it  difficult  to 
compare  the  predictive  accuracy  of  proposed 
measures  to  risk  measures  included  in  the  current 
large  bank  method.  However,  for  a  smaller  sample 
with  available  debt  ratings,  adding  debt  ratings  to 
other  risk  measures  included  in  the  current  small 
bank  model  does  not  improve  the  predictive 
accuracy  of  the  model. 
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Chart  1 

Various  Measures’  Ability  to  Predict  Current  Expert  Judgment  Risk  Ranking* 


Percentage  Approximated  by  Factors  (Adjusted  R-Square) 


A  “large  institution”  would  continue 
to  be  defined  as  an  IDI  that  has  had  $10 
billion  or  more  in  total  assets  for  at  least 
four  consecutive  quarters.  The  proposal 
would  apply  to  all  large  IDIs  regardless 
of  whether  they  are  defined  as  new.^^ 
Insured  branches  of  foreign  banks 
would  not  be  included  within  the 
definition  of  a  large  institution. 

A.  Scorecard  for  Large  IDIs  (Other  Than 
Highly  Complex  IDIs) 

The  FDIC  proposes  to  use  a  scorecard 
method  to  calculate  an  initial 
assessment  rate  that  reflects  the  risk  that 
a  large  IDI  poses  to  the  DIF.  The 
scorecard  uses  certain  risk  measures  to 
produce  two  scores — a  performance 
score  and  a  loss  severity  score — that  are 
ultimately  combined  and  converted  to 
an  initial  assessment  rate. 

The  performance  score  measures  an 
IDI’s  financial  performance  and  its 
ability  to  withstand  stress.  To  arrive  at 
a  performance  score,  the  scorecard 
combines  weighted  CAMELS  ratings 
and  financial  measures  into  a  single 
performance  score  between  0  and  100. 


”  The  rank  ordering  for  larg  institutions  as  of  the 
end  of  2009  (based  on  a  consensus  view  of  staff 
analysts)  is  largely  based  on  the  information 
available  through  the  FDIC’s  Large  Insured 
Depository  Institution  (LIDI)  program.  Large 
institutions  that  failed  or  received  significant 
govememnt  support  over  the  perod  are  assigned  the 
worst  risk  ranking  and  are  included  in  the  statistical 
analysis.  Appendix  1  to  the  NPR  describes  the 
statistical  analysis  in  detail. 


The  loss  severity  score  measures  the 
relative  magnitude  of  potential  losses  to 
the  FDIC  in  the  event  of  an  IDI’s  failure. 
The  scorecard  combines  certain  loss 
severity  measures  into  a  single  loss 
severity  score  between  0  and  100.  The 
loss  severity  score  is  converted  into  a 
loss  severity  factor  that  ranges  between 
0.8  and  1.2. 

Multiplying  the  performance  score  by 
the  loss  severity  factor  produces  a 
combined  score  (total  score)  that  is 
converted  to  an  initial  assessment  rate. 
Under  the  proposal,  an  IDI’s  total  score 
could  not  be  less  than  30  or  more  than 
90.  The  FDIC  would  have  a  limited 
ability  to  alter  an  IDI’s  total  score  based 
on  quantitative  or  qualitative  measures 
not  captured  in  the  scorecard. 

Table  1  shows  scorecard  measures 
and  their  relative  contribution  to  the 
performance  score  or  loss  severity  score. 
The  score  for  all  scorecard  measures  is 
calculated  based  on  the  minimum  and 
maximum  cutoff  values  for  each 
measure.  Most  of  the  minimum  and 
maximum  cutoff  values  are  equal  to  the 
10th  and  90th  percentile  values  for  each 


'^The  percentage  approximated  by  factors  is 
based  on  the  statistical  model  for  that  particual 
year.  Actual  weights  assigned  to  each  scorecard 
measure  are  largely  based  on  the  average 
coefficients  for  2005  to  2008,  and  do  not  equal  the 
weight  implied  by  the  coefficient  for  that  particular 
year  (See  Appendix  1  to  the  NPR). 

’*In  almost  all  cases,  an  IDI  that  has  had  $10 
billion  or  more  in  total  assets  for  four  consecutive 
quarters  will  have  a  CAMELS  rating;  however,  in 
the  rare  event  that  such  an  IDI  has  not  yet  received 


measure,  which  are  derived  using  data 
on  large  IDIs  over  a  ten-year  period 
beginning  with  the  first  quarter  of  2000 
through  the  fourth  quarter  of  2009 — a 
period  that  includes  both  good  and  bad 
economic  times.i'*  Appendix  1  to  this 
Preamble  shows  selected  percentile 
values  of  each  scorecard  measure  over 
this  period. 

The  score  for  each  measure,  other 
than  the  weighted  average  CAMELS 
rating,  ranges  between  0  and  100,  where 
100  equals  the  highest  risk  and  0  equals 
the  lowest  risk  for  that  measure.  A  value 
reflecting  lower  risk  than  the  cutoff 
value  receives  a  score  of  0.  A  value 
reflecting  higher  risk  than  the  cutoff 
value  receives  a  score  of  100.  A  risk 
measure  value  between  the  minimum 
and  maximum  cutoff  values  converts 
linearly  to  a  score  between  0  and  100, 
which  is  rounded  to  3  decimal  points. 
The  weighted  average  CAMELS  rating  is 
converted  to  a  score  between  25  and  100 
where  100  equals  the  highest  risk  and 
25  equals  the  lowest  risk. 


CAMELS  ratings,  it  would  be  given  a  weighted 
average  CAMELS  rating  of  2  for  assessment 
purposes  until  actual  CAMELS  ratings  are  assigned. 

The  detailed  results  of  the  statistical  analysis 
used  to  select  risk  measures  and  the  weights  are 
provided  in  Appendix  1  to  this  Preamble  and  an 
online  calculator  will  be  available  on  the  FDIC’s 
Web  site  to  allow  insured  institutions  to  determine 
how  their  assessment  rates  would  be  calculated 
under  this  NPR. 
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Appendix  B  to  Subpart  A  describes  in 
detail  how  each  scorecard  measure  is 
converted  to  a  score. 


Table  1— Scorecard  for  Large  iDls 


i 

Scorecard  measures  I 

1 

Weights  I 
within  I 

component  | 
(percent) 

Component 

weights 

(percent) 

p . 

Performance  Score 

P.1  . 

Weiahted  Average  CAMELS  Rating . 

100 

30 

50 

P.2  . 

Ability  to  Withstand  Asset-Related  Stress: . 

Tier  1  Leverage  Ratio  . 

10 

Concentration  Measure  . 

35 

Core  Earnings/ Average  Ouarter-End  Total  Assets*  . 

20 

Credit  Quality  Measure  . 

35 

P.3  . 

Ability  to  Withstand  Funding- Related  Stress . 

Core  Deposits/Total  Liabilities . 

60 

20 

Balance  Sheet  Liquidity  Ratio  . •. . 

40 

L  ’  '  * 

L  . . . 

Loss  Severity  Score 

LI  . 

Loss  Severity  . 

100 

Potential  Losses/Total  Domestic  Deposits  (loss  severity  measure)  . 

75 

Noncore  Funding/Total  Liabilities . 

25 

'Average  of  five  quarter-end  total  assets  (most  recent  and  four  prior  quarters). 


The  FDIC  has  made  simplifying 
revisions  to  the  scorecard  proposed  in 
the  April  NPR.  These  revisions  do  not 
materially  reduce  the  scorecard’s  ability 
to  differentiate  among  IDIs’  risk  profiles. 
Simplifying  revisions  include  refining 
some  risk  measurements,  eliminating 
the  outlier  add-ons,  and  allowing  for  an 
adjustment  of  an  IDFs  total  score,  up  or 
down,  a  maximum  15  points  higher  or 
lower  than  the  total  score,  rather  than 
allowing  for  an  adjustment  of  both  the 
performance  score  and  the  loss  severity 
score  by  up  to  15  points  each.  The  FDIC 
took  these  steps  partly  in  response  to 
comments  on  the  April  NPR  expressing 
concerns  about  the  complexity  of  the 
proposal.  The  FDIC  recognizes  that  the 
scorecard  and  some  risk  measures  in  the 
scorecard  continue  to  be  somewhat 
complex;  however,  this  complexity 
simply  reflects  the  complexity  of  large 
IDIs.  Further  reducing  the  complexity 


would  lead  to  considerably  less 
accuracy  in  predicting  risk. 

•  As  in  the  April  NPR  and  as  shown  in 
Appendix  1  to  this  Preamble,  the  FDIC 
has  carefully  selected  risk  measures  that 
best  predict  how  IDIs  fared  during  the 
period  of  most  recent  stress.  Some 
commenters  expressed  concern  that  the 
factors  and  assumptions  reflect  a 
backward  looking  analysis  of  the  2005 
through  2009  period — a  time  of 
extraordinary  stress— but  the  FDIC 
believes  that  the  scorecard  should 
differentiate  risk  based  on  how  IDIs 
would  fare  during  periods  of  economic 
stress.  Periods  of  stress  reveal  risks  that 
often  remain  hidden  during  periods  of 
prosperity. 

1.  Performance  Score 

The  first  component  of  the  scorecard 
for  large  IDIs  is  the  performance  score. 
The  performance  score  for  large  IDIs  is 
the  weighted  average  of  three  inputs:  (1) 
Weighted  average  CAMELS  rating;  (2) 


ability  to  withstand  asset-related  stress 
measures;  and  (3)  ability  to  withstand 
funding-related  stress  measures.  Table  2 
shows  the  weight  given  to  each  of  these 
three  inputs. 


Table  2— Performance  Score 
Inputs  and  Weights 


Performance  score  inputs 

Weight 

(percent) 

CAMELS  Rating  . 

30 

Ability  to  Withstand  Asset-Re- 

lated  Stress  . . 

50 

Ability  to  Withstand  Funding- 

Related  Stress  . 

20 

a.  Weighted  Average  CAMELS  Score 

To  derive  the  weighted  average 
CAMELS  score,  a  weighted  average  of 
the  IDEs  CAMELS  component  ratings  is 
first  calculated  using  the  weights  that 
are  applied  in  the  existing  rule  as  shown 
in  Table  3  below.^^ 


'5 12  CFR  part  327,  Subpt.  A,  App.  A  (2010). 
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Table  3 


Weights  for  CAMELS  Component  Ratings 


CAMELS  Component 

Weight 

C 

-  25% 

A 

20% 

M 

25% 

E 

10% 

L 

10% 

S 

10% 

1 _ 

A  weighted  average  CAMELS  rating 
converts  to  a  score  that  ranges  from  25 
to  too.  A  weighted  average  rating  of  1 
equals  a  score  of  25  and  a  weighted 
average  of  3.5  or  greater  equals  a  score 
of  100.  Weighted  average  CAMELS 
ratings  between  1  and  3.5  are  assigned 
a  score  between  25  and  100.  The  score 
increases  at  an  increasing  rate  as  the 
weighted  average  CAMELS  rating 
increases.  Appendix  B  to  subpart  A 
describes  in  detail  how  the  weighted 
average  CAMELS  rating  is  converted  to 
a  score. 

b. 'Ability  To  Withstand  Asset-Related 
Stress  Component 

The  ability  to  withstand  asset-related 
stress  component  contains  measures 
that  the  FDIC  finds  most  relevant  to 
assessing  a  large  IDEs  ability  to 
withstand  such  stress: 

•  Tier  1  leverage  ratio; 

•  Concentration  measme  (the  higher 
of  the  ratio  of  higher-risk  assets  to  the 
sum  of  Tier  1  capital  and  reserves  or  the 
growth-adjusted  portfolio 
concentrations  measure); 

•  The  ratio  of  core  earnings  to  average 
quarter-end  total  assets;  and 

•  Credit  quality  measure  (the  higher 
of  the  ratio  of  criticized  and  classified 
items  to  the  sum  of  Tier  1  capital  and 
reserves  measure  or  the  ratio  of 


*6  The  ratio  of  higher-risk  assets  to  Tier  1  capital 
and  reserves  gauges  concentrations  that  are 
currently  deemed  to  he  high  risk.  The  growth- 
adjusted  portfolio  concentration  measure  does  not 
solely  consider  high-risk  portfolios,  hut  considers 
most  loan  portfolio  concentrations. 

'^The  criticized  and  classified  items  ratio 
measures  commercial  credit  quality  while  the 
underperforming  assets  ratio  is  often  a  better 
indicator  for  consiuner  portfolios. 


underperforming  assets  to  the  sum  of 
Tier  1  capital  and  reserves  measure). 

In  general,  these  measures  proved  to 
be  the  most  statistically  significant 
measures  of  a  large  IDEs  ability  to 
withstand  asset-related  stress,  as 
described  in  Appendix  1  to  this 
Preamble.  Appendix  A  to  subpart  A 
describes  these  measures  in  detail  and 
provides  the  source  of  the  data  used  to 
determine  them. 

The  FDIG  proposes  to  include  the  Tier 
1  leverage  ratio  as  a  risk  measure  rather 
them  the  Tier  1  common  ratio  proposed 
in  the  April  NPR  so  that  capital  would 
be  defined  consistently  throughout  the 
deposit  insurance  assessment  rules  to 
mean  regulatory  capital,  whether  it  is 
for  the  calculating  &e  risk-based 
assessment  rate  or  for  the  defining  the 
assessment  base.  Several  commenters 
stated  that  the  FDIC  should  delay  the, 
implementation  of  the  rulemaking  until 
the  effect  of  the  Basel  Committee’s 
efforts  on  changing  the  definition  of  Tier 
1  capital  is  better  known.  The  definition 
of  regulatory  capital  will  remain  ^ 
unchanged  without  further  rulemaking, 
and  the  FDIC  believes  that  the  current 
regulatory  capital  ratio  serves  as  a 
reasonable  measure  of  capital  adequacy  . 
until  the  Basel  Committee’s  efforts  are 
complete  and  the  regulatory  definition 


’“Cutoff  values  are  rounded  to  the  nearest 
integer.  Most  of  the  minimum  and  maximum  cutoff 
values  for  each  risk  measure  equal  the  10th  and 
90th  percentile  values  of  the  measure  among  large 
IDIs  based  upon  data  from  the  period  between  the 
first  quarter  of  2000  and  the  fourth  quarter  of  2009. 
The  10th  and  90th  percentiles  are  not  used  for  the 
higher-risk  assets  to  Tier  1  capital  and  reserves 
measure  and  the  criticized  and  classifred  items  ratio 
due  to  data  availability.  Data  on  the  higher-risk 
assets  to  Tier  1  capital  and  reserves  measruo  are 
available  consistently  since  second  quarter  2008, 


of  Tier  1  capital  has  been  changed.  The 
FDIC  plans  to  reevaluate  the  cutoffs  for 
scorecard  measures  affected  by  any 
changes  to  the  definition  of  regulatory 
capital  once  a  new  capital  regulation  is 
adopted  and  implemented. 

The  concentration  measure  score 
equals  the  higher  of  the  two  scores  that 
make  up  the  concentration  measure,  as 
does  the  credit  quality  scpre.i®  The 
concentration  measure  score  is  based  on 
the  higher  of  the  higher-risk  assets  to 
Tier  1  capital  and  reserves  score  or  the 
growth-adjusted  portfolio 
concentrations  measure  score.  Both 
measures  are  described  in  detail  in 
Appendix  C  to  Subpart  A.  The  credit 
quality  measure  score  is  b^sed  upon  the 
higher  of  the  criticized  and  classified 
items  to  Tier  1  capital  and  reserves 
score  or  the  underperforming  assets  to 
Tier  1  capital  and  reserves  score.^^ 

Table  4  shows  the  ability  to  withstand 
asset  related  stress  measures,  gives  the 
cutoff  values  for  each  measure  and 
shows  the  weight  assigned  to  the 
measure  to  derive  a  score  for  an  IDEs 
ability  to  withstand  asset-related  stress. 
Appendix  B  to  subpart  A  describes  how 
each  of  the  risk  measures  is  converted 
to  a  score  between  0  and  100  based 
upon  the  minimum  and  maximum 
cutoff  values. 


while  criticized  and  classified  items  are  available 
consistently  since  first  quarter  2007.  The  maximum 
cutoff  value  for  the  higher-risk  assets  to  Tier  1 
capital  and  reserves  measure  is  close  to  but  does  not 
equal  the  75th  percentile.  The  maximum,  cutoff 
value  for  the  criticized  and  classified  items  ratio  is 
close  to  but  does  not  equal  the  80th  percentile 
value.  These  alternative  cutoff  values  are  partly 
based  on  recent  experience.  Appendix  1  includes 
information  regarding  the  percentile  values  for  each 
risk  measure. 
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Table  4 — Cutoff  Values  and  Weights  for  Ability  To  Withstand  Asset-Related  Stress  Measures 


Scorecard  measures 


Tier  1  Leverage  Ratio . 

Concentration  Measure  . 

Higher— Risk  Assets  to  Tier  1  Capital  and  Reserves;  or  . 

Growth-Adjusted  Portfolio  Concentrations  . 

Core  Earnings/ Average  Quarter-End  Total  Assets*  . 

Credit  Quality  Measure . 

Criticized  and  Classified  Items/Tier  1  Capital  and  Reserves',  or 
Underperforming  Assets/Tier  1  Capital  arid  Reserves  . . 


'Average  of  five  quarter-end  total  assets  (most  recent  and  four  prior  quarters). 


Cutoff  values 

Minimum 

Maximum 

6 

13 

0 

135 

3 

57 

0 

2 

8 

100 

2 

37 

Weight 

(percent) 


Each  score  is  multiplied  by  its  ' 
respective  weight  and  the  resulting 
weighted  score  for  each  measure  is 
summed  to  arrive  at  an  ability  to 
withstand  asset-related  stress  score, 
which  could  range  from  0  to  100. 

The  FDIC  proposes  to  eliminate  the 
outlier  add-ons,  which  were  used  in  the 


April  NPR,  to  simplify  the  scorecard. 
Commenters  to  the  April  NPR  argued 
that  the  “all  or  nothing”  additions  of  the 
outlier  add-ons  were  overly  punitive 
and  introduced  a  cliff  effect.  While  the 
FDIC  continues  to  believe  that  extreme 
values  for  certain  risk  measures  make  an 
IDI  more  vulnerable  tp  stress,  the  FDIC 


recognizes  that  IDIs  with  such  extreme 
values  can  be  better  addressed  on  a 
bank-by-bank  basis  using  the  large  bank 
adjustment  described  in  detail  below. 

Table  5  illustrates  how  the  ability  to 
withstand  asset-related  stress  score  is 
calculated  for  a  hypothetical  bank,  Bank 
A. 


Table  5— Ability  To  Withstand  Asset-Related  Stress  Component  for  Bank  A 


Scorecard  measures 


Weight 

Weighted 

(percent) 

score 

Tier  1  Leverage  Ratio . 

Concentration  Measure  . 

Higher  Risk  Assets/Tier  1  Capital  and  Reserves;  or  . 

Growth-Adjusted  Portfolio  Concentrations  . 

Core  Earnings/ Average  Quarter-End  Total  Assets  . 

Credit  Quality  Measure  . 

Criticized  and  Classified  Items/Tier  1  Capital  and  Reserves;  or 
^  Underperforming  Assets/Tier  1  Capital  and  Reserves . 


Total  ability  to  withstand  asset-related  stress  score  . 

'  In  the  example,  scores  are  rounded  to  two  decimal  points  for  Bank  A. 


6.98 

- 1 

86.00 

10 

8.60 

100.00 

35 

35.00 

162.00 

100.00 

43.62 

75.22 

0.67 

66.50 

20 

13.30 

100.00 

35 

35.00 

114.00 

100.00 

34.25 

92.14 

91.90 

Bank  A’s  higher  risk  assets  to  Tier  1 
capital  and  reserves  score  (100.00)  is 
higher  than  its  growth-adjusted  portfolio 
concentration  score  (75.22).  Thus,  the 
higher  risk  assets  tp  Tier  1  capital  and 
reserves  score  is  multiplied  by  the  35 
percent  weight  to  get  a  weighted  score 
of  35.00  and  the  growth-adjusted 
portfolio  concentrations  score  is 
ignored.  Similarly,  Bank  A’s  criticized 
and  classified  items  to  Tier  1  capital  and 
reserves  score  (100)  is  higher  than  its 
underperforming  assets  to  Tier  1  capital 
and  reserves  score  (92.14).  Therefore, 
the  criticized  and  classified  items  to 
Tier  1  capital  and  reserves  score  is 
multiplied  by  the  35  percent  weight  to 
get  a  weighted  score  of  35.00  and  the 
underperforming  assets  to  Tier  1  capital 
and  reserves  score  is  ignored.  These 


weighted  scores,  along  with  the 
weighted  scores  for  the  Tier  1  leverage 
ratio  (8.6)  and  core  earnings  to  average 
quarter-end  total  assets  ratio  (13.30),  are 
added  together,  resulting  in  the  ability 
to  withstand  asset-related  stress  score  of 
91.90. 

c.  Ability  to  Withstand  Funding-Related 
Stress 

The  ability  to  withstand  funding- 
related  stress  component  contains  two 
measures  that  are  most  relevant  to 
assessing  a  large  IDI’s  ability  to 
withstand  such  stress — a  core  deposits 
to  total  liabilities  ratio,  ard  a  balance 
sheet  liquidity  ratio,  which  measures 
the  amount  of  highly  liquid  assets  to 
cover  potential  cash  outflows  in  the 
event  of  stress.^®  These  ratios  are 


significant  in  predicting  a  large  IDI’s 
long-term  performance  in  the  statistical 
test  described  in  Appendix  1  to  the 
preamble.  Appendix  A  to  subpart  A 
describes  these  ratios  in  detail  and 
provides  the  source  of  the  data  used  to 
determine  them.  Appendix  B  to  subpart 
A  describes  how  each  of  these  measures 
is  converted  to  a  score  between  0  and 
100. 

The  ability  to  withstand  funding- 
related  stress  component  score  is  the 
weighted  average  of  the  two  measure 
scores.  Table  6  shows  the  cutoff  values 
and  weights  for  these  measures.  Weights 
assigned  to  each  of  these  two  risk 
measures  are  based  on  statistical 
analysis  as  described  in  detail  in 
Appendix  1  to  the  preamble. 


The  FDIC  has  modified  data  elements  included 
in  the  liquid  assets  to  short-term  liability  ration 


proposed  in  the  April  NPR,  and  termed  it  as  the 
balance  sheet  liquidity  ratio  to  better  reflect  what 


the  ratio  is  designed  to  capture.  See  Appendix  A  for 
detailed  description. 
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Table  6 — Cutoff  Values  and  Weights  for  Ability  To  Withstand  Funding-Related  Stress  Measures 


Scorecard  measures 

Cutoff  values 

Weight 

Minimum 

Maximum 

(percent) 

Core  Deposits/Total  Liabilities  . 

3 

79 

60 

Balance  Sheet  Liquidity  Ratio  . 

7 

188 

40 

Table  7  illustrates  how  the  ability  to  calculated  for  a  hypothetical  bank.  Bank 
withstand  funding-related  stress  score  is  A. 

Table  7— Ability  To  Withstand  Funding-Related  Stress  Component  for  Bank  A 


Scorecard  measures 

Value 

Score  * 

Weight 

(percent) 

Weighted 

score 

Core  Deposits/T otal  Liabilities  . 

60.25 

24.67 

60 

14.80 

Balance  Sheet  Liquidity  Ratio  . 

69.58 

65.42 

40 

26.17 

Total  ability  to  withstand  funding-related  stress  score . 

i 

40.97 

*  In  the  example,  scores  are  rounded  to  2  decimal  points  for  Bank  A. 


d.  Calculation  of  Performance  Score 
The  weighted  average  CAMELS  score, 
the  ability  to  withstand  asset-related 
stress  score,  and  the  ability  to  withstand 
funding-related  stress  score  are  then 


multiplied  by  their  respective’ weights 
and  the  results  are  summed  to  arrive  at 
the  performance  score.  This  score 
cannot  be  less  than  0  or  more  than  100 
under  the  proposal.  In  the  example  in 


Table  8,  Bank  A’s  performance  score 
would  be  69.33,  assuming  that  Bank  A  . 
has  a  weighted  average  CAMELS  score 
of  50.6,  which  results  from  a  weighed 
average  CAMELS  rating  of  2.2. 


Table  8— Performance  Score  for  Bank  A 


1 

Performance  score  components 

Weight 

(percent) 

Score 

1 _ 

Weighted 

score 

Weighted  Average  CAMELS  Score . 

Ability  to  Withstand  Asset-Related  Stress  Score  . 

Ability  to  Withstand  Funding-Related  Stress  Score  . 

Total  Performance  Score  . 

69.33 

2.  Loss  Severity  Score 

The  loss  severity  score  measures  the 
relative  magnitude  of  potential  losses  to 
the  FDIC  in  the  event  of  an  IDEs  failure. 
It  is  based  on  two  measures  that  are 
most  relevant  to  assessing  an  IDEs 
potential  losses — a  loss  severity  measure 
and  a  ratio  of  noncore  funding  to  total 
liabilities. 

The  loss  severity  measure  applies  a 
standardized  set  of  assumptions  based 
on  recent  failures  regarding  liability 
runoffs  and  the  recovery  value  of  asset 
categories  to  calculate  possible  losses  to 
the  FDIC.  (Appendix  D  to  subpart  A 
describes  the  calculation  of  this  measure 
in  detail.)  Two  commenters  to  the  April 
NPR  questioned  the  liability  run-off  rate 
assumptions  and  asset  loss  rate 
assumptions  used  in  the  loss  severity 
model  given  that  no  statistical  support 
was  provided  in  the  April  NPR.  Asset 
loss  rate  assumptions  are  based  on 
estimates  of  recovery  values  for  IDIs  that 
either  failed  or  came  close  to  a  failure 
during  the  12  months  preceding  the 
issuance  of  the  April  NPR.  Deposit  run¬ 


off  assumptions  are  based  on  the  actual 
experience  of  large  IDIs  that  either  failed 
or  came  close  to  a  failure  during  the 
2007  through  2009  period. 

The  FDIC  believes  that  heavy  reliance 
on  secured  liabilities  or  other  types  of 
noncore  funding  reduces  an  IDEs 
potential  franchise  value,  thereby 
increasing  the  FDIC’s  potential  loss  in 
the  event  of  failure.  Under  the  proposal, 
the  FDIC  includes  a  ratio  of  noncore 
funding  to  total  liabilities  as  a  risk 
measure  in  the  loss  severity  scorecard. 
Both  measures  are  quantitative 
measures  that  are  derived  from  readily 
available  data.  Appendix  A  to  subpart  A 
defines  these  measures  and  provides  the 
source  of  the  data  used  to  calculate 
them.  Appendix  B  to  Subpart  A 
describes  how  each  of  these  risk 
measures  is  converted  to  a  score 
between  0  and  100. 

The  loss  severity  score  is  the  weighted 
average  of  the  loss  severity  measure  and 
the  noncore  funding  to  total  liability 
ratio.  Table  9  shows  cutoff  values  and 
weights  for  these  measures.  The  loss 


severity  score  cannot  be  less  than  0  or 
more  than  100  under  the  proposal. 

The  FDIC  proposes  that  a  75  percent 
w'eight  be  assigned  to  the  loss  severity 
measure  and  a  25  percent  weight  to  the 
noncore  funding  to  total  liability  ratio. 
The  April  NPR  considered  two 
measures — the  ratio  of  potential  losses 
to  total  domestic  deposits  and  the  ratio 
of  secured  liabilities  to  total  domestic 
deposits — assigning  an  equal  weight  to 
each  measure  to  calculate  the  loss 
severity  score.  A  commenter  on  the 
April  NPR  stated  that  the  loss  severity 
measure  should  have  a  greater  weight  in 
the  loss  severity  score,  arguing  that  the 
loss  severity  measure  directly  measures 
the  potential  effect  of  an  IDEs  failure  on 
the  DIF.  The  FDIC  agrees.  This  proposal 
also  replaces  the  secured  liabilities  to 
total  domestic  deposits  ratio  with  the 
noncore  funding  to  total  liabilities  ratio. 
The  FDIC  believes  that  noncore  funding, 
which,  among  others,  includes  brokered 
deposits,  large  time  deposits  and  foreign 
deposits  in  addition  to  secured 
liabilities,  is  a  better  predictor  of 
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potential  franchise  value  than  secured  • 

liabilities  alone. 


Table  9— Cutoff  Values  and  Weights  for  Loss  Severity  Score  Measures 


1 

Scorecard  measures 

.Cutoff  values 

Weight 

(percent) 

Minimum 

Maximum 

Potential  Losses/Total  Domestic  Deposits  (Loss  Severity  Measure)  . 

Noncore  FundingTTotal  Liabilities  . . . . . 

0 

21 

29 

97 

75 

25 

In  the  example  in  Table  10,  Bank  A’s 
loss  severity  score  would  be  68.57. 

Table  10— Loss  Severity  Score  for  Bank  A 

Scorecard  measures 

Ratio 

Score 

Weight 

(percent) 

VVeighted 

score 

Potential  Losses/Total  Domestic  Deposits  (Loss  severity  measure)  . 

Noncore  Funding/Total  Liabilities  . 

Total  Loss  Severity  Score  . 

23.62 

43.76 

81.49 

29.95 

75 

25 

61.09 

7.49 

68.57 

3.  Total  Score 

Once  the  performance  and  loss 
severity  scores  are  calculated,  these 
scores  are  converted  to  a  total  score. 
Each  IDEs  total  score  is  calculated  by 
multiplying  its  performance  score  by  a 
loss  severity  factor  as  follows: 

First,  the  loss  severity  score  is 
converted  into  a  loss  severity  factor  that 
ranges  from  0.8  (score  of  5  or  lower)  to 
1.2  (score  of  85  or  higher).  Scores  that 
fall  at  or  below  the  minimum  cutoff  of 
5  receive  a  loss  severity  measure  of  0.8 
and  scores  that  fall  at  or  above  the 
maximum  cutoff  of  85  receive  a  loss 
severity  score  of  1.2.  Again,  a  linear 
interpolation  is  used  to  convert  loss 
severity  scores  between  the  cutoffs  into 
a  loss  severity  measure. 

The  conversion  is  made  using  the 
following  formula: 

Loss  Severity  Factor  =  0.8  +  [0.005  * 
[Loss  Severity  Score  —  5)] 


For  example,  if  Bank  A’s  loss  severity 
score  is  68.57,  its  loss  severity  factor 
would  be  1.12,  calculated  as  follows: 

0.8  +  (0.005  *  (68.57  -  5))  =  1.12 
Next,  the  performance  score  is 
multiplied  by  the  loss  severity  factor  to 
produce  a  total  score  (total  score  = 
performance  score  *  loss  severity 
measure). 

Since  the  loss  severity  factor  ranges 
from  0.8  to  1.2,  the  total  score  could  be 
up  to  20  percent  higher  or  lower  than 
the  performance  score.  For  example,  if 
Bank  A’s  performance  score  is  69.33  and 
its  loss  severity  factor  is  1.12,  its  total 
score  would  be  calculated  as  follows: 
69.33  *  1.12  =  77.65 
The  resulting  total  score  cannot  be 
less  than  30  or  more  than  90. 

The  total  score  could  be  adjusted,  up 
or  down,  by  a  maximum  of  15  points, 
based  upon  significant  risk  factors  that 


are  not  adequately  captured  in  the 
scorecard.  The  FDIC  would  use  a 
process  similar  to  the  current  large  bank 
adjustment  to  determine  the  amount  of 
the  adjustment  to  the  total  score. This 
discretionary  adjustment  is  discussed  in 
more  detail  below. 

4.  Initial  Base  Assessment  Rate 

A  large  IDI  with  a  total  score  of  30 
would  pay  the  minimum  initial  base 
assessment  rate  and  a  large  IDI  with  a 
total  score  of  90  would  pay  the 
maximum  initial  base  assessment  rate; 
for  total  scores  between  30  and  90, 
initial  base  assessment  rates  would  rise 
at  an  increasing  rate  as  the  total  score 
increased.2i  22  The  initial  base 
assessment  rate  (in  basis  points)  is 
calculated  using  the  following 
formula:  ^3 


’ 

Y 

^  Score^ 

A 

Rate  =  Minimum  Rate  + 

1.4245X 

-0.0385 

A 

1  100  J  J 

y 

X  {Maximum  Rate  —  Minimum  Rate) 


The  calculation  of  an  initial  base 
assessment  rate  is  based  on  an 
approximated  statistical  relationship 
between  an  IDEs  total  score  and  its 
estimated  three-year  cumulative  failure 


probability,  as  shown  in  Appendix  2  to 
the  preamble. 

Chart  2  illustrates  the  initial  base 
assessment  rate  for  a  range  of  total 
scores,  assuming  minimum  and 


maximum  initial  base  assessment  rates 
of  5  basis  points  and  35  basis  points, 
respectively. 


2012  CFR  327.9(d)(4)  (2010). 

21  T)ie  score  of  30  and  90  equals  about  the  13th 
and  about  the  99th  percentile  values,  respectively, 
based  on  scorecard  results  as  of  first  quarter  2006 
through  fourth  quarter  2007. 


2^  The  rates  that  the  FDIC  proposes  to  apply  to 
large  and  highly  complex  IDIs  pursuant  to  the  large 
bank  assessment  system  are  set  out  in  the 
Assessment  Base  NPR,  which  is  being  published 
concurrently  with  this  NPR.  See  the  Notice  of 


Proposed  Rulemaking  published  elsewhere  in  this 
issue. 

22  The  initial  base  a.ssessment  rate  would  be 
rounded  to  two  decimal  points. 
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•  Chart  2 

Proposed  Initial  Base  Assessment  Rates 


Initial  Assessment  Rate  (bps) 


30  35  40  45  50  55  60  65  70  75  80  85  90 

Total  Score 


The  initial  base  assessment  rate  could 
be  adjusted  as  a  result  of  the  unsecured 
debt  adjustment,  the  depository 
institution  debt  adjustment,  and  the 
brokered  deposit  adjustment,  as 
discussed  in  the  Assessment  Base  NPR. 

B.  Scorecard  for  Highly  Complex 
Institutions 

As  mentioned  above,  those 
institutions  that  are  structurally  and 
operationally  complex  or  that  pose 
unique  challenges  and  risks  in  case  of 
failure  (highly  complex  IDI)  have  a 
different  scorecard  under  the  proposal. 
A  “highly  complex  institution”  is 
defined  as:  (1)  An  IDI  (excluding  a 
credit  card  bank)  that  has  had  $50 


billion  or  more  in  total  assets  for  at  least 
four  consecutive  quarters  that  either  is 
controlled  by  a  parent  company  that  has 
had  $500  billion  or  more  in  total  assets  . 
for  four  consecutive  quarters,  or  is 
controlled  by  one  or  more  intermediate 
parent  companies  that  are  controlled  by 
a  holding  company  that  has  had  $500 
billion  or  more  in  assets  for  four 
consecutive  quarters,  or  (2)  a  processing 
bank  or  trust  company  that  has  had  $10 
billion  or  more  in  total  assets  for  at  least 
four  consecutive  quarters.^^  Under  the 
proposal,  higlily  complex  IDIs  have  a 
scorecard  with  measures  tailored  to  the 
risks  they  pose. 

The  scorecard  for  a  highly  complex 
IDI  is  similar  to  the  scorecard  for  other 


large  IDIs.  Like  the  scorecard  for  other 
large  IDIs,  the  scorecard  for  highly 
complex  IDIs  contains  a  performance 
score  and  a  loss  severity  score.  Table  11 
shows  the  scorecard  measures  and  their 
relative  contribution  to  the  performance 
score  or  loss  severity  score.  As^with  the 
scorecard  for  large  IDIs,  most  of  the 
minimum  and  maximum  cutoff  values 
for  each  scorecard  measure  used  in  the 
highly  complex  IDI’s  scorecard  equal 
the  10th  and  90th  percentile  values  of 
the  particular  measure  among  these  IDIs 
based  upon  data  from  the  period 
between  the  first  quarter  of  2000  and  the 
fourth  quarter  of  2009.^5 


A  parent  company  would  have  the  same 
meaning  as  “depository  institution  holding 
company”  in  section  3(w)  of  the  FDI  Act.  12  U.S.C. 
1813(w)(l)(2001).  Control  would  have  the  same 
meaning  as  in  section  2  of  the  Bank  Holding 
Company  Act  of  1956.  See  12  U.S.C. 
1841(a)(2)(2001).  A  credit  card  bank  would  be 
defined  as  a  bank  for  which  credit  card  plus 
securitized  receivables  exceed  50  percent  of  assets 
plus  securitized  receivables.  A  processing  bank  or 
trust  company  would  be  dehned  as  an  institution 
whose  last  3  years’  non-lending  interest  income 
plus  fiduciary  revenues  plus  investment  fees  exceed 
50  percent  of  total  revenues  (and  last  3  year's 
fiduciary  revenues  are  non-zero). 


Some  measures  used  in  the  highly  complex  IDI 
scorecard  (and  that  are  not  used  in  the  scorecard 
for  other  large  IDIs)  do  not  use  the  10th  and  90th 
percentile  values  as  cutoffs  due  to  lack  of  historical 
data.  These  measures  include  the  following:  Top  20 
counterparty  exposures  to  Tier  1  capital  and 
reserves,  largest  counterparty  exposures  to  Tier  1 
capital  and  reserves,  and  level  3  trading  assets 
measures.  The  cutoffs  for  the  top  20  counterparty 
exposures  to  Tier  1  capital  and  reserves,  largest 
counterparty  exposures  to  Tier  1  capital  and 
reserves,  and  level  3  trading  assets  measures  are 
based  partly  upon  recent  eype'rience,  but  the 
minimum  cutoffs  range  from  just  under  the  5th  and 
10th  percentile  values  and  the  maximum  cutoffs 


range  from  the  80th  to  85th  percentile  values  of 
these  measures  among  only  highly  complex  IDIs 
from  the  period  between  the  first  quarter  of  2000 
emd  the  fourtL  quarter  of  2009. 
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Table  11— Scorecard  for  Highly  Complex  Institutions 


Scorecard  measures 


P 


Performance  Score 


P.1 

P.2 


P.3 


L 


Weighted  Average  CAMELS  Rating . 

Ability  to  Withstand  Asset-Related  Stress . 

Tier  1  Leverage  Ratio  . 

Concentration  Measure  . 

Core  Earnings/ Average  Quarter-End  Total  Assets  .. 
Credit  Quality  Measure  and  Market  Risk  Measure  .. 

Ability  to  Withstand  Funding-Related  Stress . 

Core  Deposits/Total  Liabilities . 

Balance  Sheet  Liquidity  Ratio  . 

Average  Short-Term  Funding/ Average  Total  Assets 


Loss  Severity  Score 


L.1  - .  Loss  Severity  . . 

Potential  Losses/Total  Domestic  Deposits  (loss  severity  measure) 
Noncore  Funding/Total  Liabilities . 


1  Weights 
I  within  com- 
j  ponent 
I  (percent) 


Component 

weights 

(percent) 


100 


30 

50 


10 

35 

20 

35 


20 


50 

30 

20 


100 


75 

25 


1.  Performance  Score 

Table  12  gives  the  weights  associated 
with  the  three  components  of  the 
performance  scorecard  for  highly 
complex  IDIs.  The  April  NPR  included 
a  market  indicator — senior  bond 
spreads — as  one  of  the  performance 
score  components  for  highly  complex 
IDIs.  While  the  FDIC  continues  to 
believe  that  market  indicators  provide 
valuable  market  perspectives  on  a 
highly  complex  IDI’s  performance,  the  . 
FDIC  thinks  that  market  indicators  may 
be  best  considered  on  a  bank-by-bank 
case  through  the  large  bank  adjustments, 
given  concerns  regarding  market 
liquidity  and  other  idiosyncratic  factors. 


Table  12— Performance  Score 
Components  and  Weights 


Performance  score  components 

Weight 

(percent) 

Weighted  Average  CAMELS 

Rating . 

30 

Ability  to  Withstand  Asset-Re¬ 
lated  Stress  . 

50 

Ability  to  Withstand  Funding- 

Related  Stress  . 

20 

a.  Weighted  Average  CAMELS  Score 

The  weighted  average  CAMELS  score 
for  highly  complex  IDIs  is  derived  in  the 
same  manner  as  in  the  scorecard  for 
large  IDIs. 

b.  Ability  to  Withstand  Asset-Related 
Stress  Component 

The  ability  to  withstand  asset-related 
stress  component  contains  measures 
that  the  FDIC  finds  most  relevant  to 
assessing  a  highly  complex  IDEs  ability 
to  withstand  such  stress: 


•  Tier  1  leverage  ratio; 

•  Concentration  measure  (the  higher 
of  the  ratio  of  higher-risk  assets  to  the 
sum  of  Tier  1  capital  and  reserves,  the 
ratio  of  top  20  counterparty  ,  exposure  to 
Tier  1  capital  and  reserves,  or  the  ratio 
of  the  largest  counterparty  exposure  to 
Tier  1  capital  and  reserves): 

•  The  ratio  of  core  earnings  to  average 
quarter-end  total  assets; 

•  Credit  quality  measure  (the  higher 
of  the  ratio  of  criticized  and  classified 
items  to  the  sum  of  Tier  1  capital  and 
reserves  measure  or  the  ratio  of 
underperforming  assets  to  the  sum  of 
Tier  1  capital  and  reserves  measure), 
and  market  risk  measure  (the  weighted 
average  of  a  ratio  of  four-quarter  trading 
revenue  volatility  to  Tier  1  capital,  a 
ratio  of  market  risk  capital  to  Tier  1 
capital,  and  a  ratio  of  level  3  trading 
assets  tcYTier  1  capital). 

Two  of  the  four  measures  used  to 
assess  a  highly  complex  IDEs  ability  to 
withstand  asset-related  stress  (the  Tier  1 
leverage  ratio  and  the  core  earnings  to 
average  quarter-end  total  assets  ratio) 
are  determined  in  the  same  manner  as 
in  the  scorecard  for  other  large  IDIs. 
However,  the  method  used  to  calculate 
the  other  remaining  measures — the  , 
concentration  measure,  and  the  credit 
quality  and  market  risk  measure — differ 
and  are  discussed  below. 

Concentration  measure: 

As  in  the  scorecard  for  large  IDIs,  the 
concentration  measure  for  highly 
complex  IDIs  includes  the  higher-risk 
assets  to  Tier  1  capital  and  reserves  ratio 
described  in  detail  in  Appendix  C  to 
Subpart  A.  However,  the  concentration 
measure  in  the  highly  complex 
institution  scorecard  considers  the  top 
20  counterpeirty  exposures  to  Tier  1 


capital  and  reserves  ratio  and  the  largest 
counterparty  exposure  to  Tier  1  capital 
and  reserves  ratio  instead  of  the  growth- 
adjusted  portfolio  concentrations 
measure  used  in  the  scorecard  for  large 
IDIs  (and  in  the  April  NPR)  because 
recent  experience  shows  that  the 
concentration  of  a  highly  complex  IDEs 
exposures  to  a  small  number  of 
counterparties — either  through  lending 
or  derivatives  activities — significantly 
increases  a  highly  complex  IDEs 
vulnerability  to  unexpected  market 
events.  The  FDIC  uses  the  top  20 
counterparty  exposure  and  the  largest 
counterparty  exposure  to  capture  such 
risk. 

Credit  quality  measure  and  market 
risk  measure: 

As  in  the  scorecard  for  large  IDIs,  the 
ability  to  withstand  asset-related  stress 
includes  a  credit  quality  measure. 
However,  the  highly  complex  institution 
scorecard  also  includes  a  market  risk 
measure  that  consists  of  three  risk 
measures — trading  revenue  volatility, 
market  risk  capital,  and  level  3  trading 
assets.  All  three  risk  measures  are 
calculated  relative  to  a  highly  complex 
IDEs  Tier  1  capital  and  multiplied  by 
their  respective  weights  to  calculate  the 
market  risk  measure.  All  three  measures 
can  be  calculated  using  data  from  an 
IDEs  quarterly  Consolidated  Reports  of 
Condition  and  Income  (Call  Reports) 
and  Thrift  Financial  Reports  (TFRs). 

The  FDIC  believes  that  combining  these 
three  risk  measures  better  captures  a 
highly  complex  IDEs  market  risk  than 
any  single  measure. 

The  trading  revenue  volatility 
measures  the  sensitivity  of  the  IDEs 
trading  revenue  to  market  volatility.  The 
market  risk  capital  measure  is  largely 
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based  on  regulatory  10-day  99th 
percentile  Value-at-Risk  (VaR),  but  it 
incorporates  specific  market  risk  and  a 
multiplication  factor  to  determine  the 
capital  charge,  which  accounts  for  the 
number  of  days  actual  losses  exceeded 
daily  VaR  measures,  making  the 
measure  more  comparable  across  highly 
complex  1D1s.-^27  28  Also,  model-based 
risk  metrics  such  as  VaR  that  rely  on 
historical  market  prices  would  not  be  a 
good  measure  of  market  risk  if  the  IDI 
holds  a  large  volume  of  hard-to-value 
trading  assets.  The  more  difficult  it  is  to 
value  an  IDI’s  trading  assets,  the  more 


approximations  and  substitutes  are 
needed  to  calculate  the  VaR,  making  the 
model  results  much  less  relevant.  The 
level  3  trading  assets  measure  is  a 
potential  indicator  of  illiquidity  in  the 
trading  book. 

The  FDIC  recognizes  that  the  • 
relevance  of  credit  risk  and  market  risk 
in  assessing  a  highly  complex  IDI’s 
vulnerability  to  stress  depends  on  the 
IDI’s  asset  composition.  An  IDI  with  a 
significant  amount  of  trading  assets 
could  be  as  risky  as  an  IDI  that  focuses 
on  lending  even  though  the  primary 
source  of  risk  may  differ.  In  order  to 
treat  both  types  of  IDIs  fairly,  the  FDIC 


proposes  to  assign  a  combined  weight  of 
35  percent  to  the  credit  risk  measujre 
and  the  market  risk  measure.  The 
relative  weight  between  the  two  may 
vary  depending  on  the  ratio  of  average 
trading  assets  to  the  sum  of  average 
securities,  loans,  and  trading  assets  (the 
trading  asset  ratio)  as  follows: 

•  Weight  for  Credit  Quality  Measure 
=  (1  —  Trading  Asset  Ratio)  *  0.35 

•  Weight  for  Market  Risk  Measure  = 
Trading  Asset  Ratio  *  0.35 

Table  14  shows  cutoff  values  and 
weights  for  the  ability  to  withstand 
asset-related  stress  measures. 


Table  14 — Cutoff  Values  and  Weights  for  Ability  To  Withstand  Asset-Related  Stress  Measures 


Scorecard  measures 

Cutoff  values 

Sub-compo¬ 
nent  weight 
(percent) 

Weight 

Minimum 

Maximum 

Tier  1  Leverage  Ratio  . . . . . 

6 

13 

10% 

Concentration  Measure . 

35% 

Higher  Risk  Assets/Tier  1  Capital  and  Reserves:  . . 

0 

135 

Top  20  Counterparty  Exposure/Tier  1  Capital  and  Reserves; 

0 

125 

Largest  Counterparty  Exposure/Tier  1  Capital  and  Reserves 

0 

20  i 

Core  Earnings/ Average  Quarter-end  Total  Assets 

0 

2 

20% 

Credit  Quality  Measure  *  . 

35%  *  (1 -Trading  Asset  Ratio) 

Criticized  and  Classified  Items  to  Tier  1  Capital  and  Re- 

8 

100 

serves:  or 

Underperforming  Assets/Tier  1  Capital  and  Reserves 

2 

^7 

Market  Risk  Measure*  . 

35%  *  Trading  Asset  Ratio 

T rading  Revenue  Volatility/Tier  1  Capital 

0 

2 

60 

Market  Risk  Capital/Tier  1  Capital 

0 

10 

20 

Level  3  T rading  Assets/Tier  1  Capital 

0 

35 

20 

*  Combined,  the  credit  quality  measure  and  the  market  risk  measure  will  be  assigned  a  35  percent  weight.  The  relative  weight  between  the  two 
measures  will  depend  on  the  ratio  of  average  trading  assets  to  sum  of  average  securities,  loans  and  trading  assets  (trading  asset  ratio). 


c.  Ability  to  Withstand  Funding-Related 
Stress  Component 

The  ability  to  withstand  funding- 
related  stress  component  contains  three 
measures  that  are  most  relevant  to 
assessing  a  highly  complex  IDI’s  ability 
to  withstand  such  stress — a  core 
deposits  to  total  liabilities  ratio,  a 
balance  sheet  liquidity  ratio,  and  an 
average  short-term  assets  to  average  total 
assets  ratio.2® 


Regulatory  10-day  99th  percentile  Value-at- 
Risk  (VaR)  is  the  estimate  of  the  maximum  amount 
that  the  value  of  covered  positions  could  decline 
during  a  10-day  holding  period  within  a  99th 
percent  confidence  level  measured  in  accordance 
with  section  4  of  Appendix  C  of  part  325  of  the 
FDIC  Rules  and  Regulations,  http://www.fdic.gov/ 
reguIations/laws/niIes/2000- 
4800.htmlttfdic2000appendixctopart325. 

Specific  risk  as  defined  in  Appendix  C  of  part 
325  of  the  FDIC  Rules  and  Regulations  means 
changes  in  the  market  value  of  specific  positions 


Two  of  the  measures  (the  core 
deposits  to  total  liabilities  ratio  and  the 
balance  sheet  liquidity  ratio)  in  the 
ability  to  withstand  funding-related 
stress  component  are  determined  in  the 
same  manner  as  in  the  scorecard  for 
large  IDIs,  although  their  weights  differ. 
However,  the  ability  to  withstand 
funding-related  stress  component  in  the 
highly  complex  institution  scorecard 
adds  an  additional  measure — the 


due  to  factors  other  than  broad  market  movements 
and  includes  event  and  default  risk  as  well  as 
idiosyncratic  variations.  http://wwH'.fdic.gov/ 
reguIations/laws/ruIes/2000- 
4800.htinHtfdic2000appendixctopart325. 

28  The  multiplication  factor  is  based  on  the 
number  of  exceptions  based  on  backtesting — the 
number  of  business  days  for  which  the  magnitude 
of  the  actual  daily  net  trading  loss,  if  any,  exceeds 
the  corresponding  daily  VAR  measures.  The 
backtesting  compares  each  of  the  IDl’s  most  recent 
250  business  days’  actual  net  trading  profit  or  loss 


average  short-term  funding  to  average 
total  assets  ratio — because  experience 
during  the  recent  crisis  shows  that 
heavy  reliance  on  short-term  funding 
significantly  increases  a  highly  complex 
IDFs  vulnerability  to  unexpected 
adverse  developments  in  the  funding 
market. 

Table  15  shows  cutoff  values  and 
weights  for  the  ability  to  withstand 
funding-related  stress  measures. 


with  the  corresponding  daily  VAR  measures 
generated  for  internal  risk  measurement  purposes 
and  calibrated  to  a  one-day  holding  period  and  a 
99  percent,  one-tailed  confidence  level,  http:// 
www.fdic.gOv/reguIations/Iaws/ivIes/2000- 
4800.htmHtfdic2000appendixctopart325. 

28  The  FDIC  has  modified  data  elements  included 
in  the  liquid  assets  to  short-term  liability  ration 
proposed  in  the  April  NPR,  and  termed  it  as  the 
balance  sheet  liquidity  ratio  to  better  reflect  what 
the  (atio  is  designed  to  capture.  See  Appendix  A  for 
detailed  description. 
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Table  15 — Cutoff  Values  and  Weights  for  Ability  To  Withstand  Funding-Related  Stress  Measures 


1 

Scorecard  measures 

Cutoff  values 

Weight 

(percent) 

Minimum 

Maximum 

Core  Deposits/^loiai  Liabilities . 

3 

50 

Balance  Sheet  Liquidity  Ratio  . 

7 

188 

30 

Average  Short-term  Funding/ Average  Total  Assets . . 

0 

20 

20 

d.  Calculating  the  Performance  Score 

To  calculate  the  performance  score  for 
a  highly  complex  IDI,  the  weighted 
average  CAMELS  score,  the  ability  to 
withstand  asset-related  stress  score,  and 
the  ability  to  withstand  funding-related 
stress  score  are  multiplied  by  their 
respective  weights  and  the  results  are 
summed  to  arrive  at  the  performance 
score.  The  performance  score  is  capped 
at  100  under  the  proposal. 

2.  The  Loss  Severity  Score 

The  loss  severity  score  for  highly 
complex  IDIs  is  calculated  the  same  way 
as  the  loss  severity  score  for  other  large 
IDIs. 

3.  Total  Score  and  Initial  Base 
Assessment  Rate 

The  total  score  and  the  initial  base 
assessment  rate  for  highly  complex  IDIs 
are  calculated  in  the  same  manner  as  for 
other  large  IDIs,  as  described  above.  As 
is  the  case  for  other  large  IDIs,  the  total 
score  cannot  be  less  than  30  or  more 
than  90.  The  total  score  for  highly 
complex  IDIs  could  be  adjusted,  up  or 
down,  by  a  maximum  of  15  points, 
based  upon  significant  risk  factors  that 
are  not  adequately  captured  in  the 
scorecard.  The  resulting  score,  however, 
cannot  be  less  than  30  or  more  than  90. 
The  FDIC  would  use  a  process  similar 
to  the  current  large  bank  adjustment  to 
determine  the  amount  of  any 
adjustments. 3“  This  discretionary 
adjustment  is  discussed  in  more  detail 
below. 

As  in  the  case  of  other  large  IDIs,  the 
initial  base  assessment  rate  could  also 
be  adjusted  as  a  result  of  the  unsecured 
debt  adjustment,,  the  depository- 
institution  debt  adjustment,  and  the 
brokered  deposit  adjustment  as 
discussed  in  the  Assessment  Base  NPR. 

C.  Large  Bank  Adjustment  to  the  Total 
Score 

Although  the  proposed  scorecards 
should  improve  the  relative  risk  ranking 
of  large  IDIs,  the  FDIC  proposes  that  it 
have  the  ability  to  adjust  the  total  score 
for  all  large  IDIs,  up  or  down,  by  a 
maximum  of  15  points,  based  upon 
significant  risk  factors  that  are  not 


captured  in  the  scorecard.  This 
discretionary  adjustment  would  be 
similar  to  the  assessment  rate 
adjustment  that  large  IDIs  and  insured 
branches  of  foreign  banks  within  Risk 
Category  I  are  subject  to  under  current 
rules.3i  In  the  April  NPR,  the  FDIC 
proposed  that  it  have  the  ability  to  make 
discretionary  adjustments  to  the 
performance  score  and  loss  severity 
score  of  up  to  15  points  each.  A  number 
of  commenters  stated  that  these 
potential  discretionary  adjustments 
were  too  large,  too  subjective,  and  not 
transparent. 

The  FDIC  believes  that  it  is  important 
that  it  have  ability  to  consider 
idiosyncratic  factors  or  other  relevant 
risk  factors  that  are  not  included  in  the 
scorecards  when  assessing  the 
probability  of  failure  and  potential  loss 
given  failure.  The  FDIC  acknowledges, 
however,  that  the  discretionary 
adjustment  process  could  be 
streamlined  by  applying  the  adjustment 
to  the  total  score,  rather  than  having 
potential  adjustments  to  both  the 
performance  score  and  the  loss  severity 
score,  while  still  providing  the  FDIC 
with  flexibility  to  give  sufficient  weight  • 
to  the  idiosyncratic  factors  or  other  risk 
factors  not  included  in  the  scorecard. 

In  determining  whether  to  make  a 
large  bank  adjustment,  the  FDIC  may 
consider  such  information  as  financial 
performance  and  condition  information 
and  other  market  or  supervisory 
information.  The  FDIC  would  also 
consult  with  an  IDI’s  primary  federal 
regulator  and,  for  state  chartered 
institutions,  state  banking  supervisor. 

The  FDIC  acknowledges  the  need  to 
clarify  its  processes  for  making  any 
adjustments  to  ensure  fair  treatment  and 
accountability  and  plans  to  propose  and 
seek  comment  on  updated  guidelines  for 
evaluating  whether  assessment  rate 
adjustments  are  warranted  and  the  size 
of  the  adjustments.  The  F I3IC  will  not 
adjust  assessment  rates  until  the 
updated  guidelines  are  approved  by  the 
FDIC’s  Board.  In  addition,  the  FDIC  will 
publish  aggregate  statistics  on 
adjustments  each  quarter. 

In  general,  the  adjustments  to  the  total 
score  would  have  a  proportionally 


31 12  CFR  327.9(d)(4)  (2010). 


greater  effect  bn  the  assessment  rate  of 
those  IDIs  with  a  higher  total  score  since 
the  assessment  rate  rises  at  an 
increasing  rate  as  the  total  score  rises  as 
shown  in  Chart  1. 

D.  Appeals  Process 

Notifications  involving  an  upward 
adjustment  to  an  IDEs  assessment  rate 
would  be  made  in  advance  of 
implementing  such  an  adjustment  so 
that  the  IDI  has  an  opportunity  to 
respond  to  or  address  the  FDIC’s 
rationale  for  proposing  an  upward 
adjustment.  Adjustments  would  be 
implemented  after  considering  the  IDEs 
response  to  the  notification  and 
considering  any  subsequent  changes 
either  to  the  inputs  or  other  risk  factors 
that  relate  to  the  FDIC’s  decision. 
Procedures  and  timetables  for  the 
appeals  process  are  described  in  detail 
on  the  FDIC’s  Web  site  and  can  be  found 
using  the  following  link:  http:// 
www.fdic.gov/deposit/insurance/ 
assessments/requestsjreview.html. 

E.  Data  Source 

In  most  cases,  the  FDIC  proposes  to 
use  data  that  are  currently  publicly 
available  to  compute  scorecard 
measures.  Data  elements  required  to 
compute  four  scorecard  measures — 
higher-risk  assets,  top  20  counterparty 
exposures,  the  largest  counterparty 
exposure  and  criticized/classified 
items — are  currently  gathered  durihg  the 
examination  process.  Rather  than 
relying  on  the  examination  process  as 
proposed  in  the  April  NPR,  the  FDIC 
proposes  that  the  data  elements  for 
these  four  scorecard  measures  be 
collected  directly  from  IDIs.  The  FDIC 
anticipates  that  the  necessary  changes 
would  be  made  to  Call  Reports  and 
TFRs  beginning  with  second  quarter  of 
2011.  The  data  elements  would  remain 
confidential. 

F.  Updating  the  Scorecard 

The  FDIC  would  have  the  flexibility 
to  update  the  minimum  and  maximum 
cutoff  values  used  in  each  scorecard 
annually  without  further  rulemaking  as 
long  as  the  method  of  selecting  cut-off 
values  remains  unchanged.  As  stated 
earlier,  the  cutoff  values  are  generally 
based  on  the  10th  and  90th  percentile 


30  12  CFR  327.9(d)(4)  (2010). 
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values  for  the  ten-year  period  ending  in 
2009.  In  particular,  the  FDIC  could  add 
new  data  for  subsequent  yeeirs  to  its 
analysis  and  could,  from  time  to  time, 
exclude  some  earlier  years  from  its 
analysis.  Updating  the  minimum  and 
maximum  cutoff  values  and  weights 
will  allow  the  FDIC  to  use  the  most 
recent  data,  thereby  improving  the 
accuracy  of  the  scorecard  method. 

On  the  other  hand,  if,  as  a  result  of  its 
review  and  analysis,  the  FDIC  concludes 
that  additional  or  alternative  measures 
should  be  used  to  determine  risk-based 
assessments,  that  the  method  of 
selecting  cutoff  values  should  be 
revised,  that  the  weights  assigned  to  the 
scorecard  measures  should  be 


recalibrated,  or  that  a  new  method 
should  be  used  to  differentiate  risk 
among  large  IDIs  or  highly  complex 
IDIs,  these  changes  would  be  made 
through  a  future  rulemaking. 

Financial  ratios  for  any  given  quarter 
will  continue  to  be  calculated  from  the 
Call  Reports  and  TFRs  filed  by  each  IDI 
as  of  the  last  day  of  the  quarter. 

CAMELS  component  rating  changes  will 
continue  to  be  effective  as  of  the  date 
that  the  rating  change  is  transmitted  to 
the  IDI  for  purposes  of  determining 
assessment  rates.32 

Appendices  1  and  2  to  the  preamble 
will  not  appear  in  the  Code  of  Federal 
Regulations. 


Appendix  1  to  Preamble — Statistical 
Analysis  of  Measures 

The  risk  measures  included  in  the 
performance  score  and  the  weights 
assigned  to  those  measures  are  generally 
based  on  the  results  of  an  ordinary  least 
square  (OLS)  model,  and  in  some  cases, 
a  logistic  regression  model.  The  OLS 
model  estimates  how  well  a  set  of  risk 
measures  in  2005  through  2008  can 
predict  the  FDIC’s  view,  based  on  its 
experience  and  judgment,  of  the  proper 
rank  ordering  of  risk  (the  expert 
judgment  ranking)  for  large  institutions 
as  of  year-end  2009. 

,  The  OLS  model  is  specified  as: 


E  { Ranking  =  A+ZA  *Score-j^, 

k=l 


Where: 

k  is  a  risk  measure; 
n  is  the  number  of  risk  measures;  and 


Where 

Fail  is  whether  an  institution  i  failed  on  or 
prior  to  year-end  2009  or  not.®^ 

To  select  the  risk  measures  for  the 
scorecard,  the  FDIC  first  considered 
those  measures  deemed  to  be  most 
relevant  in  assessing  large  institutions’ 
ability  to  withstand  stress.  These 


Pursuant  to  existing  supervisory  practice,  the 
FDIC  does  not  assign  a  different  component  rating 
from  that  assigned  hy  an  institution’s  primary 
federal  regulator,  even  if  the  FDIC  disagrees  with  a 
CAMELS  component  assigned  by  an  institution’s 
primary  federal  regulator,  unless:  (1)  The 


t  is  the  quarter  that  is  being  assessed 
The  logistic  regression  model  estimates 
how  well  the  same  set  of  risk  measures  in 


Pr(Fa//,)  = - ;; - 

-(A)+IA**ore,,*,) 

\  +  e  *■' 

candidate  risk  measures  were  converted 
to  a  score  between  0  and  100,  using 
specified  minimum  and  maximum 
cutoff  values,  and  then  tested  for 
statistical  significance  in  both  the  expert 
judgment  ranking  and  failure  prediction 
models. 

Table  1.1  provides  descriptive 
statistics  for  all  risk  measures  used  in 


disagreement  over  the  component  rating  also 
involves  a  disagreement  over  a  CAMELS  composite 
rating;  and  (2)  the  disagreement  over  the  CAMELS 
composite  rating  is  not  a  disagreement  over  whether 
the  CAMELS  composite  rating  should  be  a  1  or  a 
'  2.  The  FDIC  has  no  plans  to  alter  this  practice. 


2005  through  2008  can  predict  whether  a 
large  bank  fails  and  it  is  specified  as: 


the  large  institution  scorecard  and 
highly  complex  institution  scorecard. 

As  noted  in  Section  II.  A;  1-.  most  but 
not  all  of  the  minimum  and  maximum 
cutoff  values  for  each  scorecard  measure 
equal  the  10th  and  90th  percentile 
values  among  large  institutions  based 
upon  data  from  2000  through  2009. 


^  -33  For  the  purpose  of  regression  analysis,  large 
institutions  that  received  signihcant  government 
support  or  merged  with  another  entity  with 
government  support. 
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Descriptive  Statistics  for  Ri^k  Measures 


Standard 

Percentile  Values 

Risk  Measure 

Average 

Median 

Deviation 

10th 

25th 

75th 

90th 

Weighted  Average  CAMELS 

1.7 

1.8 

0.5 

1.1 

1.4 

2.0 

2.3 

Asset  Related  Stress  Measures 

Tier  1  Leverage  Ratio 

10.1 

7.6 

15.3 

6.0 

6.6 

9.0 

13.0 

High  Risk  Concentration 

96.9 

70.3 

120.9 

0.0 

13.5 

135.9 

216.2 

Growth  Adjusted  Concentration 

29.9 

16.9 

52.8 

2.7 

9.3 

29.5 

56.6 

Core  Earnings 

1.1 

1.1 

2.0 

rO.l 

0.7 

1.5 

2.3 

Criticized  And  Classified 

67.6 

48.7 

167.9 

7.8 

19.9 

87.8 

124.8 

Underperforming  Assets 

19.1 

13.2 

33.4 

2.4 

7.2 

21.7 

37.4 

Top  20  Counterparty 

85.0 

56.0 

78.4 

23.0 

24.2 

109.7 

206.0 

Largest  Counterparty 

10.3 

6.1 

8.1 

2.6 

3.8 

15.8 

22.5 

Trading  Volatility 

0.8 

0.4 

1.1 

0.1 

0.2 

0.9 

1.6 

Market  Risk  Capital 

3.2 

l.'l 

4.8 

0.0 

0.4 

4.1 

9.3 

Level  3  Trading  Assets 

18.4 

2.9 

26.0 

0.0 

0.7 

29.5 

69.7 

Funding  Related  Stress  Measures 

Core  Deposits 

48.8 

54.0 

26.0 

3.4 

31.0 

68.3 

79.2 

Balance  Sheet  Liquidity  Ratio 

397.5 

42.4 

7,101.9 

6.7 

18.5 

90.3 

187.7 

Short  Term  Funding  Ratio 

8.6 

6.0 

9.4 

0.0 

2.2 

11.6 

20.2 

Potential  Loss  Severity 

Loss  Severity  Measure 

14.1 

12.5 

13.4 

0.0 

4.0 

19.1 

28.6 

I 

1  Noncore  Funding 

51.2 

46.0 

26.0 

20.8 

31.7 

69.0 

96.6 

Note:  Statistics  for  those  measures  used  exclusively  in  the  Highly  Complex  Institution  scorecard  are  based  on  data 
for  those  institutions  only. 


Table  1.2  provides  the  average, 
median,  and  standard  deviation  for  each 
of  the  scored  risk  measures  used  in  the 
expert  judgment  ranking  and  failure 
prediction  models.  ^4  The  figures  are 
based  on  data  from  2005  through  2009. 
The  loss  severity  and  noncore  funding 


measures  (i.e.  components  of  the  total 
loss  severity  score)  were  excluded  from 
the  analysis,  since  neither  of  the 
dependent  variables  in  the  two 
regressions  reflect  the  expected  (or 
actual)  loss  given  failure.  Most  of  the 
performance  measures,  other  than 


concentration  and  credit  quality 
measures,  are  based  on  Call  Report  or 
TFR  data  and  defined  in  Appendix  A  to 
subpart  A.  The  concentration  measure  is 
described  in  detail  in  Appendix  C  to 
subpart  A. 


The  FDIC  has  conducted  a  number  of 
robustness  tests  with  alternative  ratios  for  capital 
and  earnings,  a  log  transformation  of  several 
variables — the  liquidity  coverage  ratio,  the  brokered 
deposit  ratio  and  the  growth-adjusted  concentration 
ratio — and  alternative  dependent  variables — 


CAMELS  and  the  FDIC’s  internal  risk  ratings.  These 
robustness  tests  show  that  the  same  set  of  variables 
are  generally  statistically  significant  in  most 
models;  that  converting  to  a  score  from  a  raw  ratio 
generally  resolves  any  potential  concern  related  to 
a  nonlinear  relationship  between  the  dependent 


variable  and  several  explanatory  variables;  and. 
Finally,  that  alternative  ratios  for  capital  and 
earnings  are  not  better  in  predicting  expert 
judgment  ranking  or  failure. 
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Table  1.2 

Descriptive  Statistics  for  Risk  Measure  Scores 


Risk  Measure 

Average 

Median 

i 

Standard 

Deviation 

Weighted  Average  CAMELS 

39.5 

38.8 

13.5 

Tier  1  Leverage  Ratio 

68.0 

77.6 

30.8 

Concentration  Measure 

63.0 

69.7 

36.7 

Core  Earnings  /  Average  Total  Assets 

45.7 

43.2 

31.0 

Credit  Quality  Measure 

39.9 

32.6 

31.2 

Core  Deposits  /  Total  Liabilities 

40.3 

32.8 

32.3 

Balance  Sheet  Liquidity  Ratio 

68.9 

80.4 

31.8 

OLS  Model  Results  and  Derivation  of 
Weights: 

Table  1.3  shows  the  results  of  the  OLS 
model  using  the  above  measures  for 
years  2005  through  2008.  The 


dependent  variable  for  the  model  is  an 
expert  judgment  ranking  as  of  year-end 
2009.  All  of  the  measures  are 
statistically  significant  in  several  years 
at  the  10  percent  level.  Four  of  the  seven 


measures — the  weighted  average 
CAMELS  rating,  concentration  measure, 
credit  quality  measure,  and  core 
deposits  ratio — are  significant  at  the  5 
percent  level  in  all  years. 


Table  1.3 

OLS  Regression  Results:  Proposed  Measures 
Dependent  Variable  =  Expert  Judgment  Ranking  as  of  Year-end  2009 


Scorecard  Measures 

2005 

2006 

2007 

2008  j 

j 

Weighted  Average  CAMELS 

0.60  *** 

0.54  *** 

0.54 

0.42 

(0.13) 

(0.13) 

(0.12) 

(0.08) 

Tier  1  Leverage  Ratio 

0.16  *** 

0.14  *** 

0.06 

0.04 

(0.04) 

(0.04) 

(0.04) 

(0.03) 

Concentration  Measure 

0.39  *** 

0.38  **♦ 

0.40  *** 

0.25  *** 

(0.04) 

(0.04) 

(0.04) 

(0.03) 

Core  Earnings  /  Average  Assets 

0.06 

•  0.13  *** 

0.21  *** 

0.20 

(0.05) 

(0.05) 

(0.04). 

(0.03) 

Credit  Quality  Measure 

0.15  ** 

Q  ig 

0.29  *** 

0.35  *** 

(0.06) 

(0.05) 

(0.04) 

(0.04) 

Core  Deposits  /  Total  Liabilities 

0.34  *** 

0.28  *** 

0.11  *** 

0.20  *♦* 

(0.04) 

(0.04) 

(0.03) 

(0.03) 

Balance  Sheet  Liquidity  Ratio 

0.12  *** 

0.12  *** 

Q  J  J  *** 

0.04 

(0.04) 

(0.04) 

(0.04) 

(0.03) 

|No.  Obs 

450 

452 

452 

447  1 

1  Adjust.  R2 

0.46 

0.47 

0.56 

0.67  1 

Note:  Standard  error  in  parenthesis 

*  Significant  at  the  10%  level  •**  Significant  at  the  5%  Level  ***  Significant  at  the  1%  Level 


The  weight  for  each  scorecard 
measure  was  generally  based  on  the 
weight  implied  by  coefficients  for  2005 
to  2008,  with  some  adjustments  to 


account  for  more  recent  experience.  The 
implied  weights  are  computed  by 
dividing  the  average  of  scorecard 
measure  coefficients  for  2005  to  2008  by 


the  sum  of  the  average  coefficients.  For 
example,  the  average  coefficient  on  the' 
weighted  average  CAMELS  rating  was 
0.52,  which  is  about  31  percent  of  the 
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coefficient  sum  for  all  measures  (1.7). 
The  current  proposal  assigns  a  weight  of 
30  percent  to  this  measure.  Similarly, 
the  average  coefficient  of  0.36  on  the 
concentration  measure  implies  a  weight 


of  21  percent  (0.36/1.7  =  0.21).  The 
proposal  effectively  assigns  a  weight  of 
17.5  percent  (50  percent  weight  on  the 
ability  to  withstand  asset-related  stress 
score  X  35  percent  weight  on  the 


concentration  measure).  Table  1.4 
shows  the  average  coefficients  and 
implied  and  actual  weights. 


Table  1.4 

Derivation  of  Scorecard  Weights 


Scorecard  Measures 

Average  | 
Coefficients  ; 

Implied 

Weights 

Scorecard 

Weights 

Weighted  Average  CAMELS 

0.52 

31% 

30.0% 

Tier  1  Leverage  Ratio 

0.10 

6% 

5.0% 

Concentration  Measure 

0.36 

21% 

17.5% 

Core  Earnings  /  Average  Assets 

0.15 

9% 

10.0% 

Credit  Quality  Measure 

0.24 

14% 

17.5% 

Core  Deposits  /  Total  Liabilities 

0.23 

14% 

12.0% 

Balance  Sheet  Liquidity  Ratio 

.  0.10 

6% 

8.0% 

Total 

_ tto 

100% 

100.0% 

Logistic  Model  Results: 

Table  1.5  shows  the  results  of  the 
logistic  regression  model,  where  the 
dependent  variable  for  the  model  is 
whether  an  institution  failed  before 


year-end  2009.  The  weighted  average 
CAMELS  rating.  Tier  1  leverage  ratio, 
core  deposits  ratio,  and  concentration 
measure  are  significant  at  the  5  percent 


level  in  all' years.  The  core  earnings 
ratio,  credit  quality  measure,  and 
balance  sheet  liquidity  ratio  are  not 
statistically  significant  in  several  years. 
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Table  1.5  • 

Logistic  Regression  Results 
Dependent  Variable  ( 1  =  Failed;  0=  Not  failed) 


Scorecard  Measures 

2005 

2006 

2007 

2008 

Weighted  Average  CAMELS 

0.04  ** 

0.06  *** 

0.07  *** 

0.05  *** 

(0.-02) 

(0.02) 

(0.02) 

(0.01) 

Tier  1  Leverage  Ratio 

0.03  *** 

0.04  *** 

0.03  *** 

0.03  *♦* 

(0.01) 

(0.01> 

(0.01) 

(O.Ol) 

Concentration  Measure 

0.08  *** 

0.10  *** 

0.15  *** 

0.03  *** 

(0.02) 

(0.02) 

(0.04) 

(0.01)  ! 

Core  Earnings  /  Average  Assets 

O.O'l 

0.00 

0.00 

0.02  j 

(0.01) 

(0.01) 

(0.01) 

(0.01)  1 

Credit  Quality  Measure 

-0.01 

0.00 

0.02  *** 

0.03  ** 

(0.01) 

(0.01) 

(0.01) 

(0.01) 

Core  Deposits  /  Total  Liabilities 

0.03  *** 

0.04  *** 

0.03  *** 

0.04  **♦ 

(0.01) 

(0.01) 

(0.01) 

(0.01)  j 

Balance  Sheet  Liquidity  Ratio 

0.00 

0.01 

0.00 

0.00  ■ 

No.  Obs 

!  -  644 

614 

566 

'527  1 

-2  Leg  Likelihood 

286.62 

264.23 

247.94 

207.90  ; 

Note:  Standard  error  in  parenthesis 

*  Significant  at  the  10%  level  **  Significant  at  the  5%  Level  ***  Significant  at  the  1%  Level 


OLS  regression  results:  CAMELS  and 
the  Current  Small  Bank  Financial 
Ratios: 

Table.  1.5  shows  the  results  of  the  OLS 
regression  model  with  the  weighted 


average  CAMELS  rating  only.  These 
results  show  that  while  the  weighted 
average  CAMELS  rating  is  statistically 
significant  in  predicting  an  expert 
judgment  ranking  as  of  year-end  2009,  it 


only  explains  a  small  p&rcentage  of  the 
variation  in  the  year-end  2009  expert 
judgment  ranking — particularly  in 
models  for  2005  (10  percent)  through 
2007  (19  percent). 


Table  1.5 

OLS  Regression  Results:  Weighted  Average  CAMELS 
Dependent  Variable  =  Expert  Judgment  Ranking  as  of  Year-end  2009 


1  Variable 

1  2005 

2006 

2007 

2008  i 

Weighted  Average  CAMELS 

1  21.40  *** 

30.44  *** 

34.51  *** 

36.08  ***\ 

1  (3.78) 

(3.65) 

(3.34) 

(2.13)  1 

_ i 

jNo.  Obs 

E  439 

445 

446 

439 

jAdjust.  R2 

Note:  Standard  error  in  parenthesis 

*  Significant  at  the  10%  level  **  Significant  at  the  5%  Level  ***  Significant  at  the  1%  Level 


Table  1.6  shows  the  results  of  the  OLS 
regression  model  with  a  weighted 
average  CAMELS  rating  and  the  current 


small  bank  financial  ratios.  These 
results  show  that  adding  the  current 
small  bank  model  financial  ratios 


improves  the  ability  to  predict  the  year 
end  2009  expert  judgment  ranking; 
however,  the  improvement  is  not  as 
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significant  as  in  the  model  with  financial  ratios  would  have  predicted  This  compares  to  47  percent  for  the 

proposed  measures.  For  example,  in  slightly  over  20  percent  of  the  variation  model  with  proposed  measures. 

2006,  the  model  with  current  small  bank  in  the  current  expert  judgment  ranking. 


"  Table  1.6 

OLS  Regression  Results:  Measures  in  Current  Large  Bank  Method 
Dependent  Variable  =  Expert  Judgment  Ranking  as  of  Year-end  2009 


Risk  Measures 

2005 

2006 

2007  1  2008  1 

1  Weighted  average  CAMELS  rating  | 

i 

24.53  *** 
(3.73) 

23.18  *** 
(3.78) 

22.92 

(3.70) 

22.19  ***! 
(2.96) 

jTier  1  Leverage  Ratio  i 

f  .  i 

1 

-0.43  ** 
(0.19) 

-0.47  **  • 
(0.22) 

-1.23  *** 
(0.31) 

-0.45  I 

(0.36)  1 

Loans  Past  Due  30-89  Days/Gross  Assets 

7.81 

(3.90) 

16.02  *** 
(3.53) 

9.32  *** 
(1.86) 

8.81  *** 
(2.22)  1 

Nonperforming  Assets/Gross  Assets 

30.00  *** 
(6.36) 

9  gj 

(3.32) 

5.00  *** 
(1.60) 

2.15  ** 
(0.91) 

jNet  Loan  Charge-Offs/Gross  Assets 

j 

-14.21  ♦** 
(2.88)  ' 

-12.38  *** 
(2.91) 

-3.89 

(2.51) 

-3.03  ** 
(1.45) 

|Net  Income  before  Taxes/Risk- Weighted  Ass: 

-0.03 

(0.67) 

-0.58 

(0.63) 

-1.94  ** 
(0.80) 

-0.95  ** 
(0.43) 

[Adjusted  Brokered  Deposit  Ratio 

1 

0.16  *** 
(0.06) 

0.12  ** 
(0.06) 

0.17  *** 
(0.05) 

0.12  *** 
(0.04) 

iNo.  Obs 

445 

451 

452 

445 

[Adjust.  R2 

0.1"9 

0.21 

0.32 

0.48 

Note:  Standard  error  in  parenthesis 

*  Significant  at  the  10%  level  **  Significant  at  the  5%  Level  ***  Significant  at  the  1%  Level 


Appendix  2  to  Preamble — Conversion  of 
Total  Score  Into  Initial  Base  Assessment 
Rate 

The  formula  for  converting  an  IDI’s 
total  score  into  an  initial  assessment  rate 
is  based  on  a  single-variable  logistic 
regression  model,  which  uses  an  IDI’s 
total  score  as  of  year-end  2006  to  predict 
whether  the  IDI  has  failed  on  or  before 


year-end  2009.  The  logistic  model  is 
estimated  as: 

Y*T(Failj  )  —  ^  ^  ^_(_7.9244+o.  1 1 1*  We,  20ofi ) 
Where: 

Fail  is  whether  an  IDI  i  failed  on  or  before 
year-end  2009  or  not;  and 


Score  is  an  IDI  I’s  total  score  as  of  year-end 
2006. 

Chart  2.1  below  shows  that  the  total 
score  can  reasonably  differentiate  IDIs 
that  failed  after  2006.  About  the  worst 
12  percent  of  IDIs  in  terms  of  their  total 
score  as  of  year-end  2006  accounted  for 
more  than  two-thirds  of  failures  over  the 
next  three  years. 


For  the  purpose  of  regression  analysis,  large 
institutions  that  received  significant  government 


support  or  merged  with  another  entity  with 
government  support  are  deemed  to  have  failed. 
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Chart  2.1 

Percentage  of  Failures  Predicted  by  Total  Score  as  of  Year-end  2006 
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Percentage  of  2006  Score  (Highest  to  Lowest  Score) 

The  plotted  points  in  Chart  2.2  show  the  actual  total  scores  using  the  logistic 

the  estimated  failure  probabilities  for  model  and  the  results  are  nonlinear. 
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Chart  2.2 

Estimated  Failure  Probabilities  Based  on  Total  Score  as  of  Year-end  2006 


•  Estimated  Failure  Probability 


The  proposed  calculation  of  the  initial 
assessment  rates  approximates  this 
nonlinear  relationship  for  scores 
between  30  and  QO.^e  A  score  of  30  or 


lower  results  in  the  minimum  initial 
base  assessment  rate  and  a  score  of  90 
or  higher  results  in  the  maximum  initial 
.  base  assessment  rate.  Assuming  an 


assessment  rate  range  of  40  basis  points, 
the  initial  base  assessment  rate  for  an 
IDI  with  a  score  greater  than  30  and  less 
than  90  is; 


Rate  =  Minimum  Rate  + 


(f 


1.4245X 


vv 


IwJ 


-0.0385 


X  {Maximum  Rate  —  Minimum  Rate) 


II.  Request  for  Comments 

The  FDIC  seeks  comment  on  every 
aspect  of  this  proposed  rule.  In 
particular,  the  FDIC  seeks  comment  on 
the  questions  set  out  below.  The  FDIC 
asks  that  commenters  include  reasons 
for  their  positions.^’’ 

1.  Deposit  Insurance  Pricing  System: 

(a)  Should  the  risk  categories  be 
eliminated  as  proposed? 

(b)  Should  the  two  scorecards  be 
combined? 

(c)  Should  highly  complex 
institutions  be  defined  as  proposed? 

(d)  Should  the  performance  score  and 
loss  severity  score  be  combined  as 
proposed? 


The  initial  assessment  rate  formula  is 
simplified  while  maintaining  the  nonlinear 
relationship. 


(e)  Should  the  initial  base  assessment 
rate  be  calculated  as  proposed? 

2.  Performance  Scorecard: 

(a)  Are  the  proposed  weights  assigned 
to  performance  score  components  and 
measures  appropriate? 

(b)  Are  the  cutoff  values  for  the  risk 
measures  appropriate? 

(c)  The  proposal  eliminates  debt 
ratings  as  an  input  in  cak  ulating  a  large 
IDI’s  assessment  rate.  In  the  April  NPR, 
the  FDIC  proposed  using  a  senior  bond 
spread  as  a  component  of  the  highly 
complex  IDI  scorecard.  The  FDIC 
decided  against  retaining  that 
component  in  this  proposal  because  of 
comparability  issues  among  IDIs.  The 


The  FDIC  may  not  address  all  of  the  questions 
posed  in  the  current  rulemaking  in  the  final  mle. 


FDIC  considered  including  credit 
default  swap  (CDS)  spreads  in  the 
highly  complex  IDI  scorecard,  but  the 
proposal  does  not  include  them  due  to 
the  limited  number  of  trades.  Is  this 
concern  serious  enough  not  to  include 
the  CDS  spreads  in  the  scorecard?  What 
other  market-based  measures  (credit, 
equity  or  others),  if  any,  would  enhance 
the  proposed  pricing  system?  Should 
any  other  measures  be  added?  Should 
any  measures  be  removed  or  replaced? 

(d)  Should  the  growth-adjusted 
portfolio  concentration  measure  be 
computed  as  proposed?  Are  the  risk 
weights  assigned  to  each  portfolio  as 


but  may  consider  the  information  gathered  in  future 
actions. 
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described  in  Appendix  C  to  Subpart  A 
appropriate? 

(e)  For  tbe  higher-risk  concentration 
measure,  should  concentrations  in  other 
portfolios  be  considered? 

(f)  Should  cou'nterparty  exposures  be 
defined  as  proposed? 

(g)  Should  the  balance  sheet  liquidity 
ratio  be  computed  as  proposed? 

(h)  Should  other  risk  measures  be 
calculated  as  proposed? 

3.  Loss  Severity  Scorecai'd: 

(a)  Are  asset  haircuts  and  runoff 
assumptions  for  the  loss  severity 
measure  as  described  in  Appendix  D  to 
Subpart  A  appropriate? 

(b)  Are  asset  adjustments  due  to 
liability  runoff  and  capital  reductions  as 
described  in  Appendix  D  to  Subpart  A 
applied  appropriately? 

(c)  Are  the  proposed  weights  assigned 
to  loss  severity  measures  appropriate? 

(d)  Are  cut-off  values  for  risk 
measures  appropriate? 

(e)  Should  any  other  measures  be 
added?  Should  any  measures  be 
removed  or  replaced? 

(f)  Should  other  risk  measures  be 
calculated  as  proposed? 

4.  Regulatory'  Matters: 

(a)  What  is  the  extent  of  regulatory 
burden  of  the  proposed  large  bank 
deposit  insurance  pricing  system? 

(b)  Are  the  requirements  in  the 
proposed  regulation  clearly  stated?  If 
not.  how  could  the  regulation  be  more 
clearly  stated? 

(c)  Does  the  proposed  regulation 
contain  language  or  jargon  that  is  not 
clear?  If  so,  which  language  requires 
clarification? 

III.  Regulatory  Analysis  and  Procedure 

A.  Solicitation  of  Comments  on  Use  of 
Plain  Language 

Section  7^2  of  the  Gramm-Leach- 
Blilev  Act,  Public  Law  106-102,  113 
Stat.‘l338,  1471  (Nov.  12,  1999), 
requires  the  federal  banking  agencies  to 
use  plain  language  in  all  proposed  and 
final  rules  published  after  January  1, 
2000.  The  FDIC  invites  your  comments 
on  how  to  make  this  proposal  easier  to 
understand.  For  example: 

•  Has  the  FDIC  organized  the  material 
to  suit  your  needs?  If  not,  how  could 
this  material  be  better  organized? 

•  Are  the  requirements  in  the 
proposed  regulation  clearly  stated?  If 
not,  how  could  the  regulation  be  more 
clearly  stated?  • 

•  Does  the  proposed  regulation 
contain  language  or  jargon  that  is  not 
clear?  If  so,  which  language  requires 
clarification? 

•  Would  a  different  format  (grouping 
and  order  of  sections,  use  of  headings, 
paragraphing)  make  the  regulation 


easier  to  understand?  If  so,  what 
changes  to  the  format  would  make  the 
regulation  easier  to  understand? 

•  What  else  could  the  FDIC  do  to 
make  the  regulation  easier  to 
understand? 

B.  Regulatory  Flexibility  Act 

The  Regulatory  Flexibility  Act  (RFA) 
requires  that  each  federal  agency  either 
certify  that  a  proposed  nde  would  not, 
if  adopted  in  final  form,  have  a 
significant  economic  impact  on  a 
substantial  number  of  small  entities  or 
prepare  an  initial  regulatory  flexibility 
analj'sis  of  the  rule  and  publish  the 
analysis  for  comment. For  RFA 
purposes  a  small  institution  is  defined 
as  one  with  SI  75  million  or  less  in 
assets.  As  of  June  30,  2010,  of  the  7,839 
insured  commercial  banks  and  savings 
associations,  there  were  4,299  .small 
insured  depository  institutions,  as  that 
term  is  defined  for  purposes  of  the  RFA. 
The  proposed  rule,  however,  would 
apply  only  to  institutions  with  $10 
billion  or  greater  in  total  assets. 
Consequently,  small  institutions  will 
experience  no  significant  economic 
impact  should  the  FDIC  implement  the 
proposed  large  bank  assessment  system. 

C.  Papenvork  Reduction  Act 

No  collections  of  information 
pursuant  to  the  Paperwork  Reduction 
Act  of  1995,  44  U.S.C.  3501-3521  (PRA), 
are  contained  in  the  proposed  rule. 

D.  The  Treasury  and  General 
Government  Appropriations  Act,  1999 — 
Assessment  of  Federal  Regulations  and 
Policies  on  Families 

The  FDIC  has  determined  that  the 
proposed  rule  will  not  affect  family 
well-being  within  the  meaning  of 
section  654  of  the  Treasury  and  General 
Government  Appropriations  Act, 
enacted  as  part  of  the  Omnibus 
Consolidated  and  Emergency 
Supplemental  Appropriations  Act  of 
1999  (Pub.  L.  105-277,  112  Stat.  2681). 

List  of  Subjects  in  12  CFR  Part  327 

Bank  deposit  insurance.  Banks, 
Banking,  Savings  associations. 

For  the  reasons  set  forth  in  the 
preamble  the  FDIC  proposes  to  amend 
chapter  III  of  title  12  of  the  Code  of 
Federal  Regulations  as  follows; 

PART  327— ASSESSMENTS 

1.  The  authority  citation  for  part  327 
is  amended  to  read  as  follows; 

Authority:  12  U.S.C.  1441,  1813.  1815, 
1817-19,  l'821. 


•  ^»See  5  U.S.C.  603,604  and  605. 


2.  Amend  §  327.4  by  revising 
paragraphs  (c)  and  (f)  to  read  as  follows; 

§  327.4  Assessment  rates. 

***** 

(c)  Requests  for  review.  An  institution 
that  believes  any  assessment  risk 
assignment  provided  by  the  Corporation 
pursuant  to  paragraph  (a)  of  this  section 
is  incorrect  and  seeks  to  change  it  must 
submit  a  written  request  for  review  of 
that  risk  assignment.  An  institution 
cannot  request  review  through  this 
process  of  the  C.'KMELS  ratings  assigned 
by  its  primary  federal  regulator  or 
challenge  the  appropriateness  of  any 
such  rating:  each  federal  regulator  has 
established  procedures  for  that  purpose. 
An  institution  may  also  request  review 
of  a  determination  by  the  FDIC  to  assess 
the  institution  as.  a  large,  highly 
complex,  or  a  small  institution 
(§  327.9(d)(9))  or  a  determination  by  the 
FDIC  that  the  institution  is  a  new 
institution  (§  327.9(d)(10)).  Any  request 
for  review  must  be  submitted  within  90 
days  from  the  date  the  assessment  risk 
assignment  being  challenged  pursuant 
to  paragraph  (a)  of  this  section  appears 
on  the  institution’s  quarterly  certified 
statement  invoice.  The  request  shall  be 
submitted  to  the  Corporation’s  Director 
of  the  Division  of  Insurance  and 
Research  in  Washington,  DC,  and  .shall 
include  documentation  sufficient  to 
support  the  change  sought  by  the 
institution.  If  additional  information  is 
requested  by  the  Corpora'tion,  such 
information  shall  be  provided  by-  the 
institution  within  21  days  of  the  date  of 
the  request  for  additional  information. 
Any  institution  submitting  a  timely^ 
request  for  review  will  receive  written 
notice  from  the  Corporation  regarding 
the  outcome  of  its  request.  Upon 
completion  of  a  review,  the  Director  of 
the  Division  of  Insurance  and  Research 
(or  designee)  or  the  Director  of  the 
Division  of  Supervision  and  Consumer 
Protection  (or  designee)  or  any 
successor  divisions,  as  appropriate, 
shall  promptly  notify  the  institution  in 
writing  of  his  or  her  determination  of 
whether  a  change  is  warranted.  If  the 
institution  requesting  review  disagrees 
with  that  determination,  it  may  appeal 
to  the  FDIC’s  Assessment  Appeals 
Committee.  Notice  of  the  procedures 
applicable  to  appeals  will  be  included 
with  the  written  determination. 
***** 

(f)  Effective  date  for  changes  to  risk 
assignment.  Changes  to  an  insured 
institution’s  risk  assignment  resulting 
from  a  supervisory  ratings  change 
become  effective  as  of  the  date  of 
written  notification  to  the  institution  by 
its  primary  federal  regulator  or  state 
authority  of  its  supervisory'  rating  (even 
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when  the  CAMELS  component  ratings 
have  not  been  disclosed  to  the 
institution),  if  the  FDIC,  after  taking  into 
account  other  information  that  could 
affect  the  rating,  agrees  with  the  rating. 

If  the  FDIC  does  not  agree,  the  FDIC  will 
notify  the  institution  of  the  FDIC’s 
supervisory  rating;  resulting  changes  to 
an  insured  institution’s  risk  assignment 
become  effective  as  of  the  date  of 
written  notification  to  the  institution  by 
the  FDIC. 

***** 

3.  Revise  §  327.5  to  read  as  follows: 

§327.5  Assessment  base. 

(a)  Assessment  base  for  all  insured 
depository  institutions.  Except  as 
provided  in  paragraphs  (b),  (c),  and  (d) 
of  this  section,  the  assessment  base  for  ' 
an  insured  depository  institution  shall 
equal  the  average  consolidated  total 
assets  of  the  insured  depository 
institution  during  the  assessment  period 
minus  the  average  tangible  equity  of  the 
insured  depository  institution  during 
the  assessment  period. 

(1)  Average  consolidated  total  assets 
defined  and  calculated-  Average 
consolidated  total  assets  is  defined  in 
the  schedule  of  quarterly  averages  in  the 
Consolidated  Reports  of  Condition  and 
Income,  using  a  daily  averaging  method. 
The  amounts  to  be  reported  as  daily 
averages  are  the  sum  of  the  gross 
.  amounts  of  consolidated  total  assets  for 
each  calendar  day  during  the  quarter 
divided  by  the  number  of  calendar  days 
in  the  quarter.  For  days  that  an  office  of 
the  reporting  institution  (or  any  of  its 
subsidiaries  or  branches)  is  closed  (e.g., 
Saturdays,  Sundays,  or  holidays),  the 
amounts  outstanding  from  the  previous 
business  day  would  be  used.  An  office 
is  considered  closed  if  there  are  no 
transactions  posted  to  the  general  ledger 
as  of  that  date.  For  institutions  that 
begin  operating  during  the  calendar 
quarter,  the  amounts  to  be  reported  as 
daily  averages  are  the  sum  of  the  gross 
amounts  of  consolidated  total  assets  for 
each  calendar  day  the  institution  was 
operating  during  the  quarter  divided  by 
the  number  of  calendar  days  the 
institution  was  operating  during  the 
quarter. 

(2)  Average  tangible  equity  defined 
and  calculated.  Tangible  equity  is 
defined  in  the  schedule  of  regulatory 
capital  as  Tier  1  capital.  The  definition 
of  Tier  1  capital  is  to  be  determined 
pursuant  to  the  definition  the  Report  of 
Condition  or  Thrift  Financial  Report  (or 
any  successor  reports)  instructions  as  of 
the  assessment  period  for  which  the 
assessment  is  being  calculated. 

(i)  Calculation  of  average  tangible 
equity.  Except  as  provided  in  paragraph 
(a)(2)(ii)  of  this  section,  average  tangible 


equity  shall  be  calculated  using  monthly 
averaging.  Monthly  averaging  means  the 
average  of  the  three  month-end  balances 
within  the  quarter. 

(ii)  Alternate  calculation  of  average 
tangible  equity.  Institutions  that 
reported  less  than  $1  billion  in  quarter- 
end  total  consolidated  assets  on  their 
March  31,  2011  Reports  of  Condition  or 
Thrift  Financial  Reports  may  report 
average  tangible  equity  using  an  end-of- 
quarter  balance  or  may  at  any  time  opt 
permanently  to  report  average  tangible 
equity  using  a  monthly  average  balance. 
An  institution  that  reports  average 
tangible  equity  using  an  end-of-quarter  . 
balance  and  reports  average  daily 
consolidated  assets  of  $1  billion  or  more 
for  two  consecutive  quarters  shall 
permanently  report  average  tangible 
equity  using  monthly  averaging  starting 
in  the  next  quarter. 

■  (3)  Consolidated  subsidiaries. 

(i)  Data  for  reporting  from 
consolidated  subsidiaries.  Insured 
depository  institutions  may  use  data 
that  are  up  to  93  days  old  for 
consolidated  subsidiaries  when 
reporting  daily  average  consolidated 
total  assets.  Insured  depository 
institutions  may  use  either  daily  average 
asset  values  for  the  consolidated 
subsidiary  for  the  current  quarter  or  for 
the  prior  quarter  (that  is,  data  that  are 
up  to  93  days  old),- but,  once  chosen, 
insured  depository  institutions  cannot 
change  the  reporting  method  from 
quarter  to  quarter.  Similarly,  insured 
depository  institutions  may  use  data  for 
the  current  quarter  or  data  that  are  up 
to  93  days  old  for  consolidated 
subsidiaries  when  reporting  tangible 
equity  values.  Once  chosen,  however, 
insured  depository  institutions  cannot 
change  the  reporting  method  from 
quarter  to  quarter. 

(ii)  Reporting  for  insured  depository 
institutions  with  consolidated  insured 
depository  subsidiaries.  Insured 
depository  institutions  that  consolidate 
other  insured  depository  institutions  for 
financial  reporting  purposes  shall  report 
daily  average  consolidated  total  assets 
and  tangible  equity  without 
consolidating  their  insured  depository 
institution  subsidiaries  into  the 
calculations:  Investments  in  insured 
depository  institution  subsidiaries 
should  be  included  in  total  assets  using 
the  equity  method  of  accounting. 

(b)  Assessment  base  for  banker’s 
bankst  (1)  Bankers  bank  defined.  A 
banker’s  bank  for  purposes  of 
calculating  deposit  insurance 
assessments  shall  meet  the  definition  of 
banker’s  bank  set  forth  in  12  LT.S.C.  24. 

(2)  Self-certification.  Institutions  that 
meet  the  requirements  of  paragraph 
(b)(1)  of  this  section  shall  so  certify  each 


quarter  on  the  Consolidated  Reports  of 
Condition  and  Income  or  Thrift 
Financial  Report  to  that  effect. 

(3)  Assessment  base  calculation  for 
banker’s  banks.  A  banker’s  bank  shall 
pay  deposit  insurance  assessments  on 
its  assessment  base  as  calculated  in 
paragraph  (a)  of  this  section  provided 
that  it  conducts  50  percent  or  more  of 
its  business  with  entities  other  than  its 
parent  holding  copipany  or  entities 
other  than  those  controlled  either 
directly  or  indirectly  (under  the  Bank 
Holding  Company  Act  or  Home  Owners’ 
Loan  Act)  by  its  parent  holding 
company,  the  FDIC  will  exclude  from 
that  assessment  base  the  daily  average 
reserve  balances  passed  through  to  the 
Federal  Reserve,  the  daily  average 
reserve  balances  held  at  the  Federal 
Reserve  for  its  own  account,  and  the 
daily  average  amount  of  its  federal 
funds  sold,  but  in  no  case  shall  the 
amount  excluded  exceed  the  sum  of  the 
bank’s  daily  average  amount  of  total 
deposits  of  commercial  banks  and  other 
depository  institutions  in  the  United 
States  and  the  daily  average  amount  of 
its  federal  funds  purchased. 

(c)  Assessment  base  for  custodial 
banks.  (1)  Custodial  bank  defined.  A 
custodial  bank  for  purposes  of 
calculating  deposit  insurance 
assessments  shall  be  an  insured 
depository  institution  with  previous 
calendar-year  custody  and  safekeeping 
assets  of  at  least  $50  billion  or  an 
insured  depository  institution  that 
derived  more  than  50  percent  of  its  total 
revenue  from  custody  and  safekeeping 
activities  over  the  previous  calendar 
year. 

(2)  Assessment  base  calculation  for 
custodial  banks.  A  custodial  bank  shall 
pay  deposit  insurance  assessments  on 
its  assessment  base  as  calculated  in 
paragraph  (a)  of  this  section,  but  the 
FDIC  will  exclude  from  that  assessment 
base  the  daily  average  amount  of  highly 
liquid,  short-term  assets  [i.e.,  assets  with 
a  Basel  risk  weighting  of  20  percent  or 
less  and  a  stated  maturity  date  of  30 
days  or  less),  subject  to  the  limitation 
that  the  daily  average  value  of  these 
assets  cannot  exceed  the  daily  average 
value  of  the  deposits  identified  by  the 
institution  as  being  held  in  a  custody 
and  safekeeping  account. 

(d)  Assessment  base  for  insured 
branches  of  foreign  banks.  Average 
consolidated  total  assets  for  an  insured 
branch  of  a  foreign  bank  is  defined  as 
total  assets  of  the  branch  (including  net 
due  from  related  depository  institutions) 
in  accordance  with  the  schedule  of 
assets  and  liabilities  in  the  Report  of 
Assets  and  Liabilities  of  U.S.  Branches 
and  Agencies  of  Foreign  Banks  as  of  the 
assessment  period  for  which  the 
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assessment  is  being  calculated,  but 
measured  using  tbe  definition  for 
reporting  total  assets  in  tbe  schedule  of 
quarterly  averages  in  the  Consolidated 
Reports  of  Condition  and  Income,  and 
calculated  using  a  daily  averaging 
method.  Tangible  equity  for  an  insured 
branch  of  a  foreign  bank  is  eligible 
assets  (determined  in  accordance  with 
§  347.210  of  the  FDIC’s  regulations)  less  • 
the  book  value  of  liabilities  (exclusive  of 
liabilities  due  to  the  foreign  bank’s  head 
office,  other  branches,  agencies,  offices, 
or  wholly  owned  subsidiaries) 
calculated  on  a  monthly  or  end-of- 
quarter  basis. 

(e)  Newly  insured  institutions.  A 
newh'  insured  institution  shall  pay  an 
assessment  for  the  assessment  period 
during  which  it  became  insured.  The 
FDIC  will  prorate  the  newly  insured 
institution’s  assessment  amount  to 
reflect  the  number  of  days  it  was 
insured  during  the  period. 

4.  Revise  §327.6  to  read  as  follows: 

§  327.6  Mergers  and  consolidations;  other 
terminations  of  insurance. 

(a)  Final  quarterly  certified  invoice  for 
acquired  institution.  An  institution  that 
is  not  the  resulting  or  surviving 
institution  in  a  merger  or  consolidation 
must  file  a  report  of  coildition  for  every 
assessment  period  prior  to  the 
assessment  period  in  which  the  merger 
or  consolidation  occurs.  The  surviving 
or  resulting  institution  shall  be 
responsible  for  ensuring  that  these 
reports  of  condition  are  filed  and  shall 
be  liable  for  any  unpaid  assessments  on 
the  part  of  the  institution  that  is  not  the 
resulting  or  surviving  institution. 

(b)  Assessment  for  quarter  in  which 
thq  merger  or  consolidation  occurs.  For 
an  assessment  period  in  which  a  merger 
or  consolidation  ot;curs,  total 
consolidated  assets  for  the  surviving  or 
resulting  institution  shall  include  the 
total  consolidated  assets  of  all  insured 
depository  institutions  that  are  parties 
to  the  merger  or  consolidation  as  if  the 
merger  or  consolidation  occurred  on  the 
first  hay  of  the  quarter.  Tier  1  capital 
shall  be  reported  in  the  same  manner. 

(c)  Other  termination.  When  the 
insured  status  of  an  institution  is 
terminated,  and  the  deposit  liabilities  of 
such  institution  are  not  assumed  by 
another  insured  depository  institution — 

(1)  Payment  of  assessments;  quarterly 
certified  statement  invoices.  The 
depository  institution  whose  insured 
status  is  terminating  shall  continue  to 
file  and  certify  its  quarterly  certified 
statement  invoice  and  pay  assessments 
for  the  assessment  7jeriod  its  deposits 
are  insured.  SUch  institution  shall  not 
be  required  to  certify  its  quarterly 
certified  statement  invoice  and  pay 


further  assessments  after  it  has  paid  in 
full  its  deposit  liabilities  and  the 
assessment  to  the  Corporation  required 
to  be  paid  for  the  assessment  period  in 
which  its  deposit  liabilities  are  paid  in 
full,  and  after  it;  under  applicable  law, 
goes  out  of  business  or  transfers  all  or 
substantially  all  of  its  assets  and 
liabilities  to  other  institutions  or 
otherwise  ceases  to  be  obliged  to  pay 
subsequent  assessments. 

(2)  Payment  of  deposits;  certification 
to  Corporation.  When  the  deposit 
liabilities  of  the  depository  institution 
have  been  paid  in  lull.  the  depository 
institution  shall  certify  to  the 
Corporation  that  the  deposit  liabilities 
have  been  paid  in  full  and  give  the  date 
of  the  final  payment.  When  the 
depository  institution  has  unclaimed 
deposits,  the  certification  shall  further 
state  the  amount  of  the  unclaimed 
deposits  and  the  disposition  made  of  the 
funds  to  be  held  to  meet  the  claims.  For 
assessment  purposes,  the  following  will 
be  considered  as  payinent  of  the 
unclaimed  deposits: 

(i)  The  transfer  of  cash  funds  in  an 
amount  sufficient  to  pay  the  unclaimed 
and  unpaid  deposits  to  the  public 
official  authorized  by  law  to  receive  the 
same:  or 

(ii)  If  no  law'  provides  for  the  transfer 
of  funds  to  a  public  official,  the  transfer 
of  cash  funds  or  compensatory  assets  to 
an  insured  depository  institution  in  an 
amount  sufficient  to  pay  the  unclaimed 
and  unpaid  deposits  in  consideration 
for  the  assumption  of  the  deposit 
obligations  by  the  insured  depository 
institution. 

(3)  Notice  to  depositors,  (i)  The 
depository  institution  whose  insured 
status  is  terminating  shall  give  sufficient 
advance  notice  of  the  intended  transfer 
to  the  owners  of  the  unclaimed  deposits 
to  enable  the  depositors  to  obtain  their 
deposits  prior  to  the  transfer.  The  notice 
shall  be  mailed  to  each  depositor  and 
shall  be  published  in  a  local  new'spaper 
of  general  circulation.  The  notice  shall 
advise  the  depositors  of  the  liquidation 
of  the  depository  institution,  request 
them  to  call  for  and  accept  payment  of 
their  deposits,  and  state  the  disposition 
to  be  made  of  their  deposits  if  they  fail 
to  promptly  claim  the  deposits. 

(^ii)  If  the  unclaimed  and  unpaid 
deposits  are  disposed  of  as  provided  in 
paragraph  (c)(2)(i)  of  this  section,  a 
certified  copy  of  the  public  official’s 
receipt  issued  for  the  funds  shall  be 
furnished  to  the  Corporation. 

(iii)  If  the  unclaimed  and  unpaid 
deposits  are  disposed  of  as  provided  in 
paragraph  (c)(2)(ii)  of  this  section,  an 
affidavit  of  the  publication  and  of  the 
mailing  of  the  notice  to  the  depositors, 
together  with  a  copy  of  the  notii:e  and 


a  certified  copy  of  the  contract  of 
assumption,  shall  be  furnished  to  the 
Corporation. 

(4)  Notice  to  Corporation.  The 
depository  institution  whose  insured 
status  is  terminating  shall  advise  the 
Corporation  of  the  date  on  which  it  goes 
out  of  business  or  transfers  all  or 
substantially  all  of  its  assets  and 
liabilities  to  other  institutions  or 
otherwise  ceases  to  be  obligated  to  pay 
subsequent  assessments  and  the  method 
whereby  the  termination  has  been 
effected. 

(d)  Resumption  of  insured  status 
before  insurance  of  deposits  ceases.  If  a 
depository  institution  w'hose  insured 
status  has  been  terminated  is  permitted 
by  the  Corporation  to  continue  or 
resume  its  status  as  an  insured 
depository  institution  before  the  - 
insurance  of  its  deposits  has  ceased,  the 
institution  will  be  deemed,  for 
assessment  purposes,  to  continue  as  an 
insured  depository  institution  and  musi 
thereafter  file  and  certify  its  quarterly 
certified  statement  invoices  and  pay 
assessments  as  though  its  insured  status 
had  not  been  terminated.  The  procedure 
for  applying  for  the  continuance  or 
resumption  of  insured  status  is  set  forth 
in  §  303.248  of  this  chapter. 

5.  Amend  §  327.8  by: 

A.  Removing  paragraphs  (e)  and  (f): 

B.  Redesignating  paragraphs  (g) 
through  (s)  as  paragraphs  (e)  through  (q)  • 
respectively: 

C.  Revising  newly  redesignated 
paragraphs  (e),  (f),  (glTlk),  (1),  (m),  (n), 

(o),  and  (p); 

D.  Adding  new  paragraphs  (r),  (s).  (t). 
and  (u)  to  read  as  follows: 

§327.8  Definitions. 

***** 

(e)  Small  Institution.  An  insured 
depository  institution  with  assets  of  less 
than  $10  billion  as  of  December  31, 

2006,  and  an  insured  branch  of  a  foreign 
institution  shall  be  classified  as  a  small 
institution.  If,  after  December  31,  2006, 
an  institution  classified  as  large  under 
paragraph  (f)  of  this  section  (other  than 
an  institution  classified  as  large  for 
purposes  of  §  327.9(d)(9))  reports  assets 
of  less  than  $10  billion  in  its  quarterly 
reports  of  condition  for  four  consecutive 
quarters,  the  FDIC  will  reclassify  the 
institution  as  small  beginning  the 
following  quarter. 

(f)  Large  Institution.  An  institution 
classified  as  large  for  purposes  of 

§  327.9(d)(9)  or  an  insured  depository 
institution  with  assets  of  $10  billion  or 
more  as  of  December  31,  2006  (other 
than  an  insured  branch  of  a  foreign  bank 
or  a  highly  complex  institution)  shall  be 
classified  as  a  large  institution.  If,  after 
December  31, 2006,  an  institution 
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classified  as  small  under  paragraph  (e) 
of  this  section  reports  assets  of  $10 
billion  or  more  in  its  quarterly  reports 
of  condition  for  four  consecutive 
quarters,  the  FDIC  will  reclassify  the 
institution  as  large  beginning  the 
following  quarter. 

(g)  Highly  Complex  Institution.  A 
highly  complex  institution  is  an  insured 
depository  institution  (excluding  a 
credit  card  bank)  with  greater  than  $.50 
billion  in  total  assets  for  at  least  four 
consecutive  quarters  that  is  controlled 
by  a  parent  company  with  more  than 
$500  billion  in  total  assets  for  four 
consecutive  quarters,  or  controlled  by 
one  or  more  intermediate  parent  ' 
companies  that  are  controlled  by  a 
holding  company  with  more  than  $500 
billion  in  assets  for  foui  cousecutive 
quarters,  or  a  processing  bank  or  trust 
company  that  has  had  $10  billion  or 
more  in  total  assets  for  at  least  four 
consecutive  quarters.  If,  after  December 
31,  2010,  an  institution  classified  as 
highly  coihplex  falls  below  $50  billion 
in  total  assets  in  its  quarterly  reports  of 
condition  for  four  consecutive  quarters, 
or  its  parent  company  or  companies  fall 
below  $500  billion  in  total  assets  for 
four  consecutive  quarters,  or  a 
processing  bank  or  trust  company  falls 
below  $10  billion  in  total  assets  in  its 
quarterly  reports  of  condition  for  four 
consecutive  quarters,  the  FDIC  will 
reclassify  the  institution  beginning  the 
following  quarter. 
***** 

(k)  Established  depository  institution. 
An  established  insured  depository 
institution  is  a  bank  or  savings 
association  that  has  been  federally 
insured  for  at  least  five  years  as  of  the 
last  day  of  any  quarter  for  which  it  is 
being  assessed. 

(l)  Merger  or  consolidation  involving 
new  and  established  institution! s). 
Subject  to  paragraphs  (k)(2),  (3),  (4),  and 
(5)  of  this  section  and  §  327.9(d)(10)(iii), 
(iv),  when  an  established  institution 
merges  into  or  consolidates  with  a  new 
institution,  the  resulting  institution  is  a 
new  institution  unless: 

(1)  The  assets  of  the  established 
institution,  as  reported  in  its  report  of 
condition  for  the  quarter  ending 
immediately  before  the  merger, 
exceeded  the  assets  of  the  new 
institution,  as  reported  in  its  report  of 
condition  for  the  quarter  ending 
immediately  before  the  merger;  and 

(ii)  Substantially  all  of  the 
management  of  the  established 
institution  continued  as  management  of 
the  fesulting  or  surviving  institution. 

(2)  Consolidation  involving 
established  institutions.  When 
established  institutions  consolidate,  the 


resulting  imstitution  is  an  established 
institution. 

(3)  Grandfather  exception.  If  a  new' 
institution  merges  into  an  established 
institution,  and  the  merger  agreement 
was  entered  into  on  or  before  July  11, 
2006,  tffe  resulting  institution  shall  be 
deemed  to  be  an  established  institution 
for  purposes  of  this  part. 

(4)  Subsidiary  exception.  Subject  to 
paragraph  (kK5)  of  this  section,  a  new 
institution  will  be  comsidered 
established  if  it  is  a  wholly  owned 
subsidiary  of: 

(i)  A  company  that  is  a  bank  holding 
company  under  the  Bank  Holding 
Company  Act  of  1956  or  a  savings  and 
loan  holding  company  under  the  Home 
Ow'iiers’  Loan  Act,  and: 

(A)  At  least  one  eligible  depository, 
institution  (as  defined  in  12  CFR 
303. 2(r))  that  is  owned  by  the  holding 
company  has  been  chartered  as  a  bank 
or  savings  association  for  at  least  five 
years  as  of  the  date  th&t  the  otherwise 
new  institution  was  established;  and 

(B)  The  holding  company  has  a 
composite  rating  of  at  least  “2”  for  bank 
holding  companies  or  an  above  average 
or  “A”  rating  for  savings  and  loan 
holding  companies  and  at  least  75 
percent  of  its  insured  depository 
institution  assets  are  assets  of  eligible 
depository  institutions,  as  defined  in  12 
CFR  303. 2(r);  or 

(ii)  An  eligible  depository  institution, 
as  defined  in  12  CFR  303. 2(r),  that  has 
been  chartered  as  a  hank  or  savings 
association  for  at  least  five  years  as  of 
the  date  that  the  otherwise  new 
in.stitution  was  established. 

(5)  Effect  of  credit  union  conversion. 
In  determining  whether  an  insured 
depository  institution  is  new  or 
established,  the  FDIC  will  include  any 
period  of  time  that  the  institution  was 
a  federally  insured  credit  union. 

(l)  Risk  assignment.  For  all  small 
institutions  and  insured  branches  of 
foreign  banks,  risk  assignment  includes 
assignment  to  Risk  Category  I,  II,  III,  or 
IV,  and,  within  Risk  Category  I, 
assignment  to  an  assessment  rate  or 
rates.  For  all  large  institutions  and 
highly  complex  institutions,  risk 
assignment  includes  assignment  to  an 
assessment  rate  or  rates. 

(m)  Unsecured  debt — Fc'r  purposes  of 
the  unsecured  debt  adjustment  as  set 
forth  in  §  327.9(d)(6)  and  the  depository 
institution  debt  adjustment  as  set  forth 
in  §  327.9(d)(7),  unsecured  debt  shall 
include  senior  unsecured  liabilities  and 
subordinated  debt. 

(n)  Senior  unsecured  liability — For 
purposes  of  the  unsecured  debt 
adjustment  as  set  forth  in  §  327.9(d)(6) 
and  the  depository  institution  debt 
adjustment  as  set  forth  in  §  327.9(d)(7), 


senior  unsecured  liabilities  shall  be  the  • 
un.secured  portion  of  other  borrowed 
money  as  defined  in  the  quarterly  report 
of  condition  for  the  reporting  period  as 
defined  in  paragraph  (b)  of  this  section, 
but  shall  not  include  any  senior 
unsecured  debt  that  the  FDIC  has 
guaranteed  under  the  Temporary 
Liquidity  Guarantee  Program,  12  CFR 
Part  37(L 

(o)  Subordinated  debt — For  pin  poses 
of  the  unsecured  debt  adjustment  as  set 
forth  in  §  327.9(d)(6)  and  the  depository 
institution  debt  adjustment  as  set  forth 
in  §  327.9(d)(7),  subordinated  debt  shall 
be  as  defined  in  the  quarterly  report  o’f 
condition  for  the  reporting  period; 
how'ever,  subordinated  debt  shajl  also 
include  limited-life  preferred  stock  as 
defined  in  the  quarterly  report  of 
condition  for  the  reporting  period. 

(p)  Long-term  unsecured  debt — For 
purposes  of  the  unsecured  debt 
adjustment  as  set  forth  in  §  327.9(d)(6) 
and  the  depository  institution  debt 
adjustment  as  set  forth  in  §  327.9(d)(7), 
long-term  unsecured  debt  shall  be 
unsecured  debt  with  at  least  one  year 
remaining  until  maturity. 
***** 

(r)  Parent  holding  company — A  parent 
holding  company  is  a  bank  holding 
company  under  the  Bank  Holding 
Company  Act  of  1956  or  a  savings  and 
loan  holding  company  under  the  Home 
Owners’  Loan  Act. 

(s)  Processing  bank  or  trust 
company — A  processing  bank  or  trust 
company  is  an  institution  whose  non¬ 
lending  interest  income,  fiduciary 
revenues,  and  investment  banking  fees, 
combined,  exceed  50  percent  of  total 
revenues  (and  its  fiduciary  revenues  are 
non-zero),  and  has  had  $10  billion  or 
more  in  total  assets  for  at  least  four 
consecutive  quarters. 

(t)  Credit  Card  Bank  -  A  credit  card 
bank  is  a  bank  for  which  credit  card 
plus  securitized  receivables  exceed  50 
percent  of  assets  phis  securitized 
receivables. 

(u)  Control — Control  has  the  same 
meaning  as  in  section  2  of  the  Bank 
Holding  Company  Act  of  1956,  12 
U.S.C.  1841(a)(2). 

6.  Revise  §  327.9  to  read  as  follows: 

§  327.9  Assessment  risk  categories  and 
pricing  methods. 

(a)  Risk  Categories. — Each  small' 
insured  depository  institution  and  each 
insured  branch  of  a  foreign  bank  shall 
be  assigned  to  one  of  the  following  four 
Risk  Categories  based  upon  the 
institution’s  capital  evaluation  and 
supervisory  evaluation  as  defined  in 
this  section. 


72636 


Federal  Register/ Vol.  75,  No.  226/ Wednesday,  November  24,  2010 /Proposed  Rules 


•  (1)  Risk  Category'  I.  Small  institutions 
in  Supervisory  Group  A  that  are  Well 
Capitalized; 

(2)  Risk  Category  II.  Small  institutions 
in  Supervisory  Group  A  that  are 
Adequately  Capitalized,  and  institutions 
in  Supervdsory  Group  B  that  are  either 
Well  Capitalized  or  Adequately 
Capitalized; 

(3)  Risk  Category  III.  Small 
institutions.in  Supervisory  Groups  A 
and  B  that  are  Undercapitalized,  and 
institutions  in  Supervisory  Group  C  that 
are  Well  Capitalized  or  Adequately 
Capitalized;  and 

(4)  Risk  Category  IV.  Small 
institutions  in  Supervisory  Group  C  that 
are  Undercapitalized. 

(b)  Capital  evaluations.  Each  small 
institution  arid  each  insured  branch  of 
a  foreign  bank  will  receive  one  of  the 
following  three  capital  evaluations  on 
the  basis  of  data  reported  in  the 
institution’s  Consolidated  Reports  of 
Condition  and  Income,  Report  of  Assets 
and  Liabilities  of  U.S.  Branches  and 
Agencies  of  Foreign  Banks,  or  Thrift 
Financial  Report  dated  as  of  March  31 
for  the  assessment  period  beginning  the 
preceding  January  1;  dated  as  of  June  30 
for  the  assessment  period  beginning  the 
preceding  April  1;  dated  as  of 
September  30  for  the  assessment  period 
beginning  the  preceding  July  1;  and 
dated  as  of  December  31  for  the 
assessment  period  beginning  the 
preceding  October  1. 

(1)  Well  Capitalized,  (ij  Except  as 
provided  in  paragraph  (b)(l)(ii)  of  this 
section,  a  Well  Capitalized  institution  is 
one  that  satisfies  each  of  the  following 
capital  ratio  standards;  Total  risk-based 
ratio,  10.0  percent  or  greater;  Tier  1  risk- 
based  ratio,  6.0  percent  or  greater;  and 
Tier  1  leverage  ratio,  5.0  percent  or 
greater. 

(ii)  For  purposes  of  this  section,  an 
insured  branch  of  a  foreign  bank  will  be 
deemed  to  be  Well  Capitalized  if  the 
insured  branch; 

(A)  Maintains  the  pledge  of  assets 
required  under  §  347.?b9  of  this  chapter; 
and 

(BJ  Maintains  the  eligible  assets 
prescribed  under  §  347.210  of  this 
chapter  at  108  percent  or  more  of  the 
average  book  value  of  the  insured 
branch’s  third-party  liabilities  for  the 
quarter  ending  on  the  report  date 
specified  in  paragraph  (b)  of  this 
section. 

(2)  Adequately  Capitalized,  (i)  Except 
as  provided  in  paragraph  (bj(2)(ii)  of 
this  section,  an  Adequately  Capitalized 
institution  is  one  that  does  not  satisfy 
the  standards  of  Well  Capitalized  under 
this  paragraph  but  satisfies  each  of  the 
following  capital  ratio  standards;  Total- 
risk-based  ratio,  8.0  percent  or  greater; 


Tier  1  risk-based  ratio,  4.0  percent  or 
greater;  and  Tier  1  leverage  ratio,  4.0 
percent  or  greater. 

(ii)  For  purposes  of  this  section,  an 
insured  branch  of  a  foreign  bank  will  be 
deemed  to  be  Adequately  Capitalized  if 
the  insured  branch:  * 

(A)  Maintains  the  pledge  of  assets 
required  under  §  347.209  of  this  chapter; 
and 

(B)  Maintains  the  eligible  assets 
prescribed  under  §  347.210  of  this 
chapter  at  106  percent  or  more  of  the 
average  book  value  of  the  insured 
branch’s  third-party  liabilities  for  the 
quarter  ending  on  the  report  date 
specified  in  paragraph  (b)  of  this 
section;  and 

(C)  Does  not  meet  the  definition  of  a 
Well  Capitalized  insured  branch  of  a 
foreign  bank. 

(3)  Undercapitalized.  An 
undercapitalized  institution  is  one  that 
does  not  qualify  as  either  Well 
Capitalized  or  Adequately  Capitalized 
under  paragraphs  (b)(1)  and  (b)(2)  of  this 
section. 

(c)  Supervisory  evaluations.  Each 
small  institution  and  each  insured 
branch  of  a  foreign  bank  will  be 
assigned  to  one  of  three  Supervisory 
Groups  based  on  the  Corporation’s 
consideration  of  supervisory  evaluations 
provided  by  the  institution’s  primary 
federal  regulator.  The  supervisory 
evaluations  include  the  results  of 
examination  findings  by  the  primary 
federal  regulator,  as  well  as  other 
information  that  the  primary  federal 
regulator  determines  to  be  relevant.  In 
addition,  the  Corporation  will  take  into 
consideration  such  other  information 
(such  as  state  examination  findings,  as 
appropriate)  as  it  determines  to  be 
relevant  to  the  institution’s  financial 
condition  and  the  risk  posed  to  the 
Deposit  Insurance  Fund.  The  three 
Supervisory  Groups  are: 

(1)  Supervisory  Group  “A.”  This 
Supervisory  Group  consists  of 
financially  sound  institutions  with  only 
a  few  minor  weaknesses; 

(2)  Supervisory  Group  “B.”  This 
Supervisory  Group  consists  of 
institutions  that  demonstrate 
weaknesses  which,  if  not  corrected, 
could  result  in  significant  deterioration 
of  the  institution  and  ncreased  risk  of 
loss  to  the  Deposit  Insurance  Fund;  and 

(3)  Supervisory  Group  “C.”  This 
Supervisory  Group  consists  of 
institutions  that  pose  a  substantial 
probability  of  loss  to  the  Deposit 
Insurance  Fund  unless  effective 
corrective  action  is  taken. 

(d)  Determining  Assessment  Rates  for 
Insured  Depository  Institutions.  A  small 
insured  depository  institution  in  Risk 
Category  I  shall  have  its  initial  base 


assessment  rate  determined  using  the 
financial  ratios  method  set  forth  in 
paragraph  (d)(1)  of  this  section.  An 
insured  branch  of  a  foreign  bank  in  Risk 
Category  I  shall  have  its  assessment  rate 
determined  using  the  weighted  average 
ROCA  component  rating  method  set 
forth  in  paragraph  (d)(2)  of  this  section. 

A  large  insured  depository  institution 
shall  have  its  initial  base  assessment 
rate  determined  using  the  large 
institution  method  set  forth  in 
paragraph  (d)(3)  of  this  section.  A  highly 
complex  insured  depository  institution 
shall  have  its  initial  base  assessment 
rate  determined  using  the  highly 
complex  institution  method  set  forth  at 
paragraph  (d)(4)  of  this  section. 

(1)  Financial  ratios  method,  (i)  Under 
the  financial  ratios  method  for  small 
Risk  Category  I  institutions,  each  of  six 
financial  ratios  and  a  weighted  average 
of  CAMELS  component  ratings  will  be 
multiplied  by  a  corresponding  pricing 
multiplier.  The  sum  of  these  products 
will  be  added  to  a  uniform  amount.  The 
resulting  sum  shall  equal  the 
institution’s  initial  base  assessment  rate; 
provided,  however,  that  no  institution’s 
initial  base  assessment  rate  shall  be  less 
than  the  minimum  initial  base 
assessment  rate  in  effect  for  Risk 
Category  I  institutions  for  that  quarter 
nor  greater  than  the  maximum  initial 
base  assessment  rate  in  effect  for  Risk 
Category  I  institutions  for  that  quarter. 
An  institution’s  initial  base  assessment 
rate,  subject  to  adjustment  pursuant  to 
paragraphs  (d)(6'),  (7),  and  (8)  of  this 
section,  as  appropriate  (resulting  in  the 
institution’s  total  base  assessment  rate, 
which  in  no  case  can  be  lower  than  50 
percent  of  the  institution’s  initial  base 
assessment  rate),  and  adjusted  for  the 
actual  assessment  rates  set  by  the  Board 
under  §  327.10(f),  will  equal  an 
institution’s  assessment  rate.  The  six 
financial  ratios  are:  Tier  1  Leverage 
Ratio;  Loans  past  due  30-89  days/gross 
assets;  Nonperforming  assets/gross 
assets:  Net  loan  charge-offs/gross  assets; 
Net  income  before  taxes/risk-weighted 
assets;  and  the  Adjusted  brokered 
deposit  ratio.  The  ratios  are  defined  in 
Table  A.l  of  Appendix  A  to  this 
subpart.  The  ratios  will  be  determined 
for  an  assessment  period  based  upon 
informatiori  contained  in  an 
institution’s  report  of  condition  filed  as 
of  the  last  day  of  the  assessment  period 
as  set  out  in  §  327.9(b).  The  weighted 
average  of  CAMELS  component  ratings 
is  created  by  multiplying  each 
component  by  the  following  percentages 
and  adding  the  products:  Capital 
adequacy — 25%,  Asset  quality — 20%, 
Management — 25%,  Earnings — 10%, 
Liquidity — 10%,  and  Sensitivity  to 
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market  risk — 10%.  The  following  table 
sets  forth  the  initial  values  of  the  pricing 
multipliers: 


1 

Risk  measures'  1 

Pricing 

multipliers" 

Tier  1  Leverage  Ratio . I 

(0.056) 

Loans  Past  Due  30-89  i 

Days/GToss  Assets  . 

0.575 

Nonperforming  Assets/Gross 
Assets  . 

1 .074 

Net  Loan  Charge-Offs/Gross 
Assets  . 

1.210 

Net  Income  Before  Taxes/ 
Risk-Weighted  Assets . 

(0.764) 

Adjusted  Brokered  Deposit 
Ratio . 

0.065 

Weighted  Average  CAMELS 
Component  Rating  . 

{  1 .095 

■  Ratios  are  expressed  as  percentages. 

"Multipliers  are  rounded  to  three  decimal 
places. 

(ii)  The  six  financial  ratios  and  the 
weighted  average  CAMELS  component 
rating  will  be  multiplied  by  the 
respective  pricing  multiplier,  and  the 
products  will  be  summed.  To  this  result 
will  be  added  the  uniform  amount.  The 
resulting  sum  shall  equal  the 
institution’s  initial  base  assessment  rate; 
provided,  however,  that  no  institution’s 
initial  base  assessment  rate  shall  be  less 
than  the  minimum  initial  base 
assessment  rate  in  effect  for  Risk 
Category  I  institutions  for  that  quarter 
nor  greater  than  the  maximum  initial 
base  assessment  rate  in  effect  for  Risk 
Category  I  institutions  for  that  quarter. 

(iii)  Uniform  amount  and  pricing 
multipliers.  Except  as  adjusted  for  the 
actual  assessment  rates  set  by  the  Board 
under  §  327.10(f),  the  uniform  amount 
shall  be: 

(A)  4.861  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(a)  is 
in  effect; 

(B)  2.861  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(b)  is 
in  effect; 

(C)  1.861  whenever  the  assessment 
rate  schedule  set  fbrth  in  §  327.10(c)  is 
in  effect;  or 

(D)  0.861  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(d)  is 
in  effect. 

(iv)  Implementation  of  CAMELS 
rating  changes — (A)  Changes  between 
risk  categories.  If,  during  a  quarter,  a 
CAMELS  composite  rating  change 
occurs  that  results  in  an  institution 
whose  Risk  Category  I  assessment  rate  is 
determined  using  the  financial  ratios 
method  moving  from  Risk  Category  I  to 
Risk  Category  II,  HI  or  IV,  the 
institution’s  initial  base  assessment  rate 
for  the  portion  of  the  quarter  that  it  .was 
in  Risk  Category  I  shall  be  determined 
using  the  supervisory  ratings  in  effect 
before  the  change  and  the  financial 


ratios  as  of  the  end  of  the  quarter, 
subject  to  adjustment  pursuant  to 
paragraphs  (d)(6),  (7),  and  (8)  of  this 
section,  as  appropriate,  and  adjusted  for 
the  actual  assessment  rates  set  by  the 
Board  under  §  327.10(f).  For  the  portion 
of  the  quarter  that  the  institution  was 
not  in  Risk  Category  I,  the  institution’s 
initial  base  assessment  rate,  which  shall 
be  subject  to  adjustment  pursuant  to 
paragraphs  (d)(6),  (7),  and  (8),  shall  be 
determined  under  the  assessment 
schedule  for  the  appropriate  Risk 
Category.  If,  during  a  quarter,  a 
CAMELS  composite  rating  change 
occurs  that  results  in  an  institution 
moving  from  Risk  Category  II,  III  or  IV 
to  Risk  Category  I,  and  its  initial  base 
assessment  rate  will  be  determined 
using  the  financial  ratios  method,  then 
that  method  shall  apply  for  the  portion 
of  the  quarter  that  it  was  in  Risk 
Category  I,  subject  to  adjustment 
pursuant  to  paragraphs  (d)(6),  (7)  and  (8) 
of  this  section,  as  appropriate,  and 
adjusted  for  the  actual  assessment  rates 
set  by  the  Board  under  §  327.10(f).  For 
the  portion  of  the  quarter  that  the 
institution  was  not  in  Risk  Cartegory  I, 
the  institution’s  initial  base  assessment 
rate,  which  shall  be  subject  to 
adjustment  pursuant  to  paragraphs 
(d)(6),  (7),  and  (8)  of  this  section  shall 
be  determined  under  the  assessment 
schedule  for  the  appropriate  Risk 
Category. 

(B)  changes  within  Risk  Category  I.  If, 
during  a  quarter,  an  institution’s 
CAMELS  component  ratings  change  in  a 
way  that  will  change  the  institution’s 
initial  base  assessment  rate  within  Risk 
Category  I,  the  initial  base  assessment 
rate  for  the  period  before  the  change 
shall  be  determined  under  the  financial 
ratios  method  using  the  CAMELS 
component  ratings  in  effect  before  the  , 
change,  subject  to  adjustment  pursuant 
to  paragraphs  (d)(6),  (7),  and  (8)  of  this 
section,  as  appropriate.  Beginning  on 
the  date  of  the  CAMELS  component 
ratings  change,  the  initial  base 
assessment  rate  for  the  remainder  of  the 
quarter  shall  be  determined  using  the 
CAMELS  component  ratings  in  effect 
after  the  change,  again  subject  to 
adjustment  pursuant  to  paragraphs 
(d)(6),  (7),  and  (8)  of  this  section,  as 
appropriate. 

(2)  Assessment  rate  for  insured 
branches  of  foreign  banks — (i)  Insured 
branches  of  foreign  banks  in  Risk 
Category  I.  Insured  branches  of  foreign 
banks  in  Risk  Category  I  shall  be 
assessed  using  the  weighted  average 
ROCA  component  rating. 

(ii)  Weighted  average  ROCA 
component  rating.  The  weighted 
average  ROCA  component  rating  shall 
equal  the  sum  of  the  products  that  result 


from  multiplying  ROCA  component 
ratings  by  the  following  percentages: 

Risk  Management — 35%,  Operational 
.Controls — 25%,  Compliance — 25%,  and 
Asset  Quality — 15%.  The  weighted 
average  ROCA  rating  will  be  multiplied 
by  5.076  (which  shall  be  the  pricing 
multiplier).  To  this  result  will  be  added 
a  uniform  amount.  The  resulting  sum — 
the  initial  base  assessment  rate — will 
equal  an  institution’s  total  base  • 
assessment  rate;  provided,  however,  that 
no  institution’s  total  base  assessment 
rate  will  be  less  than  the  minimum  total 
base  assessment  rate  in  effect  for  Risk 
Category  I  institutions  for  that  quarter 
nor  greater  than  the  maximum  total  base 
assessment  rate  in  effect  for  Risk 
Category  I  institutions  for  that  quarter. 

(iii)  Uniform  amount.  Except  as 
adjusted  for  the  actual  assessment  rates 
set  by  the  Board  under  §  327.10(f),  the 
uniform  amount  for  all  insured  branches 
of  foreign  banks  shall  be: 

(A)  —3.127  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(a)  is 
in  effect; 

(B)  —5.127  whenever  the  a.ssessment 
raie  schedule  set  forth  in  §  327.10(b)  is 
in  effect; 

(C)  -6. 127. whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(c)  is 
in  effect;  or 

(D)  -  7.127  whenever  the  assessment 
rate  schedule  set  forth  in  §  327.10(d)  is 
in  effect. 

(iv)  No  insured  branch  of  a  foreign 
bank  in  any  risk  category  shall  be 
subject  to  the  adjustments  in  paragraphs 
(d)(5),  (d)(6),  or  (d)(8)  of  this  section. 

(v)  Implementation  of  changes 
between  Risk  Categories  for  insured 
branches  of  foreign  banks.  If,  during  a 
quarter,  a  ROCA  rating  change  occurs 
that  results  in  an  insured  branch  of  a 
foreign  bank  moving  from  Risk  Category 
I  to  Risk  Category  II,  HI  or  IV,  the 
institution’s  initial  base  assessment  rate 
for  the  portion  of  the  quarter  that  it  was 
in  Risk  Category  I  shall  be  determined 
using  the  weighted  average  ROC] A 
component  rating.  For  the  portion  of  the 
quarter  that  the  institution  was  not  in 
Risk  Category  I,  the  institution’s  initial 
base  assessment  rate  shall  be 
determined  under  the  assessment 
schedule  for  the  appropriate  Ri.sk 
Category.  If,  during  a  quarter,  a  ROCA 
rating  change  occurs  that  results  in  an 
insured  branch  of  a  foreign  bank  moving 
from  Risk  Category  11,  HI  or  IV  to  Risk 
Category  I,  the  institution’s  assessment 
rate  for  the  portion  of  the  quarter  that 

it  was  in  Risk  Category  I  shall  equal  the 
rate  determined  as  provided  using  the 
weighted  average  ROCA  component 
rating.  For  the  portion  of  the  quarter  that 
the  institution  was  not  in  Risk  Category 
1,  the  institution’s  initial  base 
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assessment  rate  shall  be  determined 
under  the  assessment  schedule  for  the 
appropriate  Risk  Categorv. 

(vi)  Implementation  of  changes  within 
Risk  Category  I  for  insured  branches  of 
foreign  banks.  If,  during  a  quarter,  an 
insured  branch  of  a  foreign  bank 
remains  in  Risk  Category  I,  but  a  ROCA 


component  rating  changes  that  will 
affect  the  institution’s  initial  base 
assessment  rate,  separate  assessment 
rates  for  the  portion(s)  of  the  quarter 
before  and  after  the  change(s)  shall  be 
determined  under  this  paragraph  (dK2) 
of  this  section. 

Scorecard  for  Large  Institutions 


(3)  Assessment  scorecard  for  large 
institutions  (other  than  highly  complex 
institutions),  (i)  All  large  institutions 
other  than  highly  complex  institutions 
shall  have  their  quarterly  assessments 
determined  using  the  scorecard  for  large 
institutions. 


Performance  Score 


Weighted  Average  CAMELS  Rating . 

Ability  to  Withstand  Asset-Related  Stress: . . . 

100  j 

j  Tier  1  Leverage  Ratio  . 

i  Concentration  Measure  . . . . . 

‘  Core  Earnings/ Average  Quarter-End  Total  Assets . 

Credit  Quality  Measure  . . . 

1  Ability  to  Withstand  Funding-Related  Stress: . 

10 

35 

20 

35 

i  Core  Deposits/Total  Liabilities . 

Balance  Sheet  Liquidity  Ratio  ...; . . . 

. . . 

60 

40 

Loss  Severity  Score 


20 


Loss  Severity  . . . 

Potential  Losses/Total  Domestic  [deposits  (loss  severity  measure) 
Noncore  Funding/Total  Liabilities . 


75 

25 


100 


(ii)  The  large  institution  scorecard 
produces  two  scores:  performance  and 
loss  severity. 

(A)  Performance  score.  The 
performance  score  for  large  institutions 
is  the  weighted  average  of  three  inputs: 
weighted  average  CAMELS  rating 
(30%);  ability  to  withstand  asset-related 
stress  measures  (50%);  and  ability  to 
withstand  funding-related  stress 
measures  (20%). 

(B)  Weighted  Average  CAMELS  score. 
(f)  To  derive  the  weighted  average 
CAMELS  score,  a  weighted  average  of 
an  institution’s  CAMELS  component 
ratings  is  calculated  using  the  following 
weights: 


CAMELS  component 

Weight 

C 

25% 

A 

20% 

M  i 

25% 

E  ! 

10% 

L  ‘ 

10% 

CAMELS  component 

Weight 

s  •  1 

10% 

[2]  A  weighted  average  CAMELS 
rating  is  converted  to  a  score  that  ranges 
from  25  to  100.  A  weighted  average 
rating  of  1  equals  a  score  of  25  and  a 
weighted  average  of  3.5  or  greater  equals 
a  score  of  100.  Weighted  average 
CAMELS  ratings  between  1  and  3.5  are 
assigned  a  score  between  25  and  100 
according  to  the  following  equation: 
s'=  25  -H  [(20/3)  *  [C?  -  1)], 

Where: 

S  =  the  weighted  average  CAMELS  score  and 
C  =  the  w'eighted  average  CAMELS  rating. 

(C)  Ability  to  Withstand  Asset-Related 
Stress.  (1)  The  ability  to  withstand  asset- 
related  stress  component  contains  four 
measures:  Tier  1  leverage  ratio; 
Concentration  measure  (the  higher  of 
the  higher-risk  assets  to  Tier  1  capital 
and  reserves  or  growth-adjusted 


portfolio  concentrations  measures);  Core 
earnings  to  average  quarter-end  total 
assets;  and  Credit  quality  measure  (the 
higher  of  the  criticized  and  classified 
assets  to  Tier  1  capital  and  reserves  or 
underperforming  assets  to  Tier  1  capital 
and  reserves).  Appendices  A  and  C 
define  these  measures  in  detail  and  give 
the  source  of  the  data  used  to  determine 
them. 

(2)  The  concentration  measure  score 
is  the  higher  of  the  scores  of  the  two 
measures  that  make  up  the 
concentration  measure  score  (higher- 
risk  assets  to  Tier  1  capital  and  reserves 
measure  or  growth-adjusted  portfolio 
concentrations  measure).  The  credit 
quality  measure  score*is  the  higher  of 
the  criticized  and  classified  items  ratio 
score  or  the  underperforming  assets 
ratio  score.  Each  asset  related  stress 
measure  is  assigned  the  following  cutoff 
values  and  weights  to  derive  a  score  for 
an  institution’s  ability  to  withstand 
asset-related  stress: 


Cutoff  Values  and  Weights  for  Ability  To  Withstand  Asset-Related  Stress  Measures 


Scorecard  measures 

1 

Cutoff  values 

Weight 

(percent) 

Minimum 

1 

Maximum 

Tier  1  Leverage  Ratio . 

6  ' 

13 

10 

Concentration  Measure;  . 

1 

35 

Higher-Risk  Assets  to  Tier  1  capital  and  Reserves;  or . . 

0  1 

135 

Growth-Adjusted  Portfolio  Concentrations  . 

3 

57 

Core  Earnings/ Average  Quarter-End  Total  Assets  . 

0 

i  2 

!  20 
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Cutoff  Values  and  Weights  for  Ability  To  Withstand  Asset-Related  Stress  Measures— Continued 


Cutoff  values 

Minimum 

Maximum 

8 

2 

100 

37 

Scorecard  measures 


Weight 

(percent) 


Credit  Quality  Measure . 

Criticized  and  Classified  Items/Tier  1  capital  and  Reserves;  or 
Underperforming  Assets/Tier  1  capital  and  Reserves  . 


35 


(3)  For  each  of  the  risk  measures 
within  the  ability  to  withstand  asset- 
related  stress  portion  of  the  scorecard,  a 
value  reflecting  lower  risk  than  the 
cutoff  value  that  results  in  a  score  of  0 
will  also  receive  a  score  of  0,  where  0 
equals  the  lowest  risk  for  that  measure. 
A  value  reflecting  higher  risk  than  the 
cutoff  value  that  results  in  a  score  of  100 
will  also  receive  a  score  of  100,  where 
100  equals  the  highest  risk  for  that 
measure.  A  risk  measure  value  between 
the  minimum  and  maximum  cutoff 


values  is  converted  linearly  to  a  score 
between  0  and  100  as  shown  in 
Appendix  B  to  this  subpart.  Each  score 
is  multiplied  by  a  respective  weight  and 
the  resulting  weighted  score  for  each 
measure  is  summed  to  arrive  at  an 
ability  to  withstand  asset-related  stress 
score,  which  ranges  from  0  to  100. 

(D)  Ability  to  Withstand  Funding- 
Belated  Stress.  The  ability  to  withstand 
funding-related  stress  component 
contains  two  risk  measures:  a  core 
deposits  to  liabilities  ratio,  and  a 
balance  sheet  liquidity  ratio.  Appendix 


A  to  this  subpart  describes  these  ratios 
in  detail  and  gives  the  source  of  the  data 
used  to  determine  them.  Appendix  B  to 
this  subpart  describes  in  detail  how 
each  of  these  measures  is  converted  to 
a  score.  The  ability  to  withstand 
funding-related  stress  component  score 
is  the  weighted  average  of  the  two 
measure  scores.  Each  measure  is 
assigned  the  following  cutoff  values  and 
weights  to  derive  a  score  for  an 
institution’s  ability  to  withstand 
funding-related  stress: 


Cutoff  Values  and  Weights  for  Ability  To  Withstand  Funding-Related  Stress  Measures 


Cutoff  values  ! 

Weight 

(percent) 

Scorecard  measures 

1 

Minimum 

Maximum 

Core  Deposits/Total  Liabilities  . 

3 

79 

60 

Balance  Sheet  Liquidity  Ratio  . 

7 

188 

40 

(E)  Calculation  of  Performance  Score. 
The  weighted  average  CAMELS  score, 
the  ability  to  withstand  asset-related 
stress  score,  and  the  ability  to  withstand 
funding-related  stress  score  are 
multiplied  by  their  weights  and  the 
results  are  summed  to  arrive  at  the 


performance  ^core.  The  performance 
score  cannot  exceed  100. 

(ii)  Loss  severity  score.  The  loss 
severity  score  is  based  on  two  measures: 
the  loss  severity  measure  and  noncore 
funding  to  total  liabilities  ratio. 
Appendices  A  and  D  to  this  subpart 
describe  these  measures  in  detail  and 


Appendix  B  to  this  subpart  describes 
how  each  of  these  measures  is  converted 
to  a  score  between  0  and  100.  The  loss 
severity  score  is  the  weighted  average  of 
these  two  scores.  Each  measure  is 
assigned  the  following  cutoff  values  and 
weights  to  derive  a  score  for  an 
institution’s  loss  severity  score: 


Cutoff  Values  and  Weights  for  Loss  Severity  Score  Measures 

Scorecard  measures 

Cutoff  values 

Weight 

1  1 

Minimum  |  Maximum 

(percent) 

Potential  Losses/T otal  Domestic  Deposits  (loss  severity  measure)  . 

Noncore  Funding/Total  Liabilities  . 

0  1  29 

21  j  97 

75 

25 

(iii)  Total  Score.  The  performance  and 
loss  severity  scores  are  combined  to 
produce  a  total  score.  The  loss  severity 
score  is  converted  into  a  loss  severity 
factor  that  ranges  from  0.8  (score  of  5  or 
lower)  to  1.2  (score  of  85  or  higher). 
Scores  that  fall  at  or  below  the 
minimum  cutoff  of  5  receive  a  loss 
severity  measure  of  0,8  and  scores  that 
fall  at  or  above  the  maximum  cutoff  of 
85  receive  a  loss  severity  score  of  1.2.  • 
The  following  linear  interpolution 
converts  loss  severity  scores  between 


the  cutoffs  into  a  loss  severity  factor: 
[Loss  Severity  Factor  =  0.8+[0.005*(Loss 
Severity  Score—  5)].  The  performance 
score  is  multiplied  by  the  loss  severity 
factor  to  produce  a  total  score  (total 
score  =  performance  score  *  loss 
severity  factor).  The  total  score  cannot 
be  less  than  30  or  more  than  90.  The 
total  score  is  subject  to  adjustment,  up 
or  down,  by  a  maximum  of  15  points, 
as  set  forth  in  section  (d)(5).  The 
resulting  total  score  cannot  be  less  than 
30  or  more  than  90. 


(iv)  Initial  base  assessment  rate.  A 
large  institution  with  a  total  score  of  30 
pays  the  minimum  initial  base 
assessment  rate  and  an  institution  with 
a  total  score  of  90  pays  the  maximum 
initial  base  assessment  rate.  For  total 
scores  between  30  and  90,  initial  base 
assessment  rates  rise  at  an  increasing 
rate  as  the  total  score  increases, 
calculated  according  to  the  following 
formula: 
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Rate  =  Minimum  Rate  + 


tr 


1.4245X 


VV 


Score 

100 


3  A 


0.0385 


X  {Maximum  Rate  -  Minimum  Rate) 


where  Rate  is  the  initial  base  assessment 
rate  (expressed  in  basis  points). 
Maximum  Rate  is  the  maximum  initial 
base  assessment  rate  then  in  effect 
(expressed  in  basis  points),  and 
Minimum  Rate  is  the  minimum  initial 
base  assessment  rate  then  in  effect 
(expressed  in  basis  points).  Initial  base 


assessment  rates  are  subject  to 
adjustment  pursuant  to  paragraphs 
(d)(5),  (d)(6),  (d)(7),  and  (d)(8)  of  this 
section,  resulting  in  the  institution’s 
total  base  assessment  rate,  which  in  no 
case  can  be  lower  than  50  percent  of  the 
institution’s  initial  base  assessment  rate. 


(4)  Assessment  scorecard  for  highly 
complex  institutions — (i)  All  highly 
complex  institutions  shall  have  their 
quarterly  assessments  determined  using 
the  scorecard  for  highly  complex 
imstitutions. 


Scorecard  for  Highly  Complex  Institutions 


- [ 

Scorecard  measures  i 

■  ■  ’  I 

Weights 
within  1 

component  ' 
(percent)  1 

Component 

weights 

(percent) 

p . 

Performance  Score 

p  1 . 1 

Weighted  Average  CAMELS  Rating . 

100 

30 

P.2  .  ! 

Ability  to  Withstand  Asset-Related  Stress: . . 

50 

J 

Tier  1  Leverage  Ratio  . 

10 

Concentration  Measure  . .- . 

35 

Core  Earnings/ Average  Quarter-End  Total  Assets . 

20 

Credit  Quality  Measure  and  Market  Risk  Measure . : . 

35 

P,3  . 

‘  Ability  to  Withstand  Funding-Related  Stress: . 

20 

Core  Deposits/Total  Liabilities . 

50 

i 

Balance  Sheet  Liquidity  Ratio  . '. . 

30 

i 

Average  Short-term  Funding/ Average  Total  Assets  . 

20 

I  . 

Average  Short-Term  Funding/ Average  Total  Assets  . 

20 

L  . 

1  Loss  Severity  Score 

L1  . 

'  Loss  Severity  . .' _ 

100 

Potential  Losses/Total  Domestic  Deposits  (loss  severity  measure)  . 

fs 

Noncore  Funding/Total  Liabilities . 

25 

1 . ■ . 

(ii)  The  scorecard  for  highly  complex 
institutions  contains  the  performance 
components  and  the  loss  severity 
components  of  the  large  bank  scorecard 
and  employs  the  same  methodology. 
The  assessment  process  set  forth  in 
paragraph  (d)(3)  of  this  section  for  the 
large  bank  scorecard  applies  to  highly 
complex  institutions,  modified  as 
follows. 

(A)  The  scorecard  for  highly-complex 
institutions  contains  two  additional 
measures: 

(1)  A  concentration  measure  based  on 
three  risk  measures — higher-risk  assets, 
top  20  counterparty  exposure,  and  the 
largest  counterparty  exposure,  all 
divided  by  Tier  1  capital  and  reserves, 
and 

(2)  A  credit  quality  measure  and 
market  risk  measure  in  the  ability  to 


withstand  asset-related  stress;  and  an 
additional  component — average  short¬ 
term  funding  to  average  total  assets 
ratio — in  the  ability  to  withstand 
funding-related  stress. 

(B)  Performance  score  for  highly 
complex  institutions.  A  performance 
score  for  highly  complex  institutions  is 
the  weighted  average  of  three  inputs: 
Weighted  average  CAMELS  rating 
(30%);  ability  to  withstand  asset-related 
stress  score  (50%);  and  ability  to 
withstand  funding-related  stress  score 
(20%).  To  calculate  the  performance 
score  for  highly  complex  institutions, 
the  weighted  average  CAMELS  score, 
the  ability  to  withstand  asset-related 
stress  score,  and  the  ability  to  withstand 
funding-related  stress  score  are 
multiplied  by  their  weights  and  the 


results  are  summed  to  arrive  at  the 
performance  score.  The  resulting  score 
cannot  exceed  100. 

(C)  Ability  to  withstand  asset-related 
stress.  (1)  The  scorecard  for  highly 
complex  institutions  substitutes  the 
growth-adjusted  concentration  measure 
with  the  top  20  counterparty  exposure 
and  the  largest  counterparty  exposure, 
adds  one  additional  factor  to  the  ability 
to  withstand  asset-related  stress 
component — the  market  risk  measure — 
and  one  additional  factor  to  the  ability 
to  withstand  funding-related  stress 
component — the  average  short-term 
funding  to  average  total  assets  ratio.  The 
cutoff  values  and  weights  for  ability  to 
withstand  asset-related  stress  measures 
are  set  forth  below. 
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Cutoff  Values  and  Weights  for  Ability  To  Withstand  Asset-Related  Stress  Measures 


Scorecard  measures 

- T 

Cutoff  values  1 

Sub-compo-  1 
nent  weight  1 
(percent)  ! 

Weight 

Minimum  I 

Maximum 

Tier  1  Leverage  Ratio  . 

6 

13  j 

10% 

Concentration  Measure:  . 

35% 

Higher  Risk  Assets/Tier  1  Capital  and  Reserves;  Top  20 

0 

135  1 

Counterparty. 

-  i 

1 

1 

Exposure/Tier  1  Capital  and  Reserves;  or  . 

0  i 

125  ! 

Largest  Counterparty  Exposure/Tier  1  Capital  and  Reserves 

0 

i  20 

Core  Earnings/Average  Quarter-End  Total  Assets . 

0 

i  2 

20% 

Credit  Quality  Measure':  . . 

1 

i 

35%  *  (1 -Trading  Asset  Ratio). 

Criticized  and  Classified  Items  to  Tier  1  Capital  and  Re- 

8 

1  100 

serves;  or. 

Underperforming  Assets/Tier  1  Capital  and  Reserves . 

2 

37 

Market  Risk  Measure*:  . 

1  35%  ‘Trading  Asset  Ratio. 

T rading  Revenue  Volatility/Tier  1  Capital  . 

0 

2 

60 

Market  Risk  Capital/Tier  1  Capital  . 

0 

10 

1  20 

Level  3  Trading  Assets/Tier  1  Capital  . 

0 

35 

] _ ?» 

j 

*  Combined,  the  credit  quality  measure  and  the  market  risk  measure  will  be  assigned  a  35  percent  weight.  The  relative  weight  between  the  two 
measures  will  depend  on  the  ratio  of  average  trading  assets  to  sum  of  average  securities,  loans  and  trading  assets  (trading  asset  ratio). 


(2)  Appendix  A  to  subpart  A  of  this  highly  complex  institutions  adds  one  withstand  funding-related  stress 

part  describes  these  measures  in  detail  additional  factor  to  the  ability  to  measures  for  highly  complex 

and  gives  the  source  of  the  data  used  to  withstand  funding-related  stress  institutions  are  set  forth  below, 

calculate  the  measures.  component — the  average  short-term 

(D)  Ability  to  withstand  funding  -  funding  to  average  total  assets  ratio.  The 
related  stress.  (J)  The  scorecard  for  cutoff  values  and  weights  for  ability  to 

Cutoff  Values  and  Weights  for  Ability  To  Withstand  Funding-Related  Stress  Measures 


Scorecard  measures 


Cutoff  values 


Minimum 


Maximum 


Weight 

(percent) 


Core  Deposits/Total  Liabilities  . 

Balance  Sheet  Liquidity  Ratio  . 

Average  Short-term  Funding/ Average  Total  Assets 


79  ; 
188  i 
20  i 


50 

30 

20 


(2)  Appendix  A  to  subpart  A  of  this 
part  describes  these  measures  in  detail 
and  gives  the  source  of  the  data  used  to 
calculate  the  measures. 

(iv)  Loss  severity  score  for  highly 
complex  institutions.  The  loss  severity 
score  for  highly  complex  institutions  is 
calculated  as  provided  for  the  loss 
severity  score  for  large  institutions  in 
paragraph  (d)(3)(ii)  of  this  section. 

(v)  The  performance  score  and  the 
loss  severity  score  are  combined  in  the 
same  manner  to  calculate  the  total  score 
as  for  large  institutions  as  set  forth  in 
paragraph  (d)(3)  of  this  section. 

(vi)  The  initial  base  assessment  rate 
for  highly  complex  institutions  is 
calculated  from  the  total  score  in  the 
same  manner  as  for  Iqrge  institutions  as 
set  forth  in  paragraph  (d)(3)  of  this 
section.  Initial  base  assessment  rates  are 
subject  to  adjustment  pursuant  to 
paragraphs  (d)(5),  (d)(6),  (d)(7),  and 
(d)(8)  of  this  section,  resulting  in  the 
institution’s  total  base  assessment  rate, 
which  in  no  case  can  be  lower  than  50 
percent  of  the  institution’s  initial  base 
assessment  rate.  - 


(5)  Adjustment  to  total  score  for  large 
institutions  and  highly  complex 
institutions.  The  total  score  for  large 
institutions  and  highly  complex 
institutions  is  subject  to  adjustment,  up 
or  down,  by  a  maximum  of  15  points, 
based  upon  significant  risk  factors  that 
are  not  adequately  captured  in  the 
appropriate  scorecard.  In  making  such 
adjustments,  the  FDIC  may  consider 
such  information  as  financial 
performance  and  condition  information 
and  other  market  or  supervisory 
information. 

(i)  Prior  notice  of  adjustments — (A) 
Prior  notice  of  upward  adjustment.  Prior 
to  making  any  upward  adjustment  to  an 
institution’s  total  score  hi  cause  of 
considerations  of  additional  risk 
information,  the  FDIC  will  formally 
notify  the  institution  and  its  primary 
federal  regulator  and  provide  an  . 
opportunity  to  respond.  This 
notification  will  include  the  reasons  for 
the  adjustment(s)  and  when  the 
adjustment(s)  will  take  effect. 

(B)  Prior  notice  of  downward 
adjustment.  Prior  to  making  any 


downward  adjustment  to  an 
institution’s  total  score  because  of 
considerations  of  additional  risk 
information,  the  FDIC  will  formally 
notify  the  institution’s  primary  federal 
regulator  and  provide  an  opportunity  to 
respond. 

(ii)  Determination  whether  to  adjust 
upward;  effective  period  of  adjustment. 
After  considering  an  institution’s  and 
the  primary  federal  regulator’s 
responses  to  the  notice,  the  FDIC  will 
determine  whether  the  adjustment  to  an 
institution’s  total  score  is  warranted, 
taking  into  account  any  revisions  to 
scorecard  measures,  as  well  as  any 
actions  taken  by  the  institution  to 
address  the  FDIC’s  concerns  described 
in  the  notice.  The  FDIC  will  evaluate  the 
need  for  the  adjustment  each 
subsequent  assessment  period.  Except 
as  provided  in  paragraph  (d)(5)(iv)  of 
this  section,  the  amount  of  adjustment 
cannot  exceed  the  proposed  adjustment 
amount  contained  in  the  initial  notice 
unless  additional  notice  is  provided  so 
that  the  primary  federal  regulator  and 
the  institution  may  respond. 
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(iii)  Delerminotion  whether  to  adjust 
downward;  effective  period  of 
adjustment.  After  considering  the 
primary  federal  regulator’s  responses  to 
the  notice,  the  P’DIC  will  determine 
whether  the  adjustment  to  total  score  is 
warranted,  taking  into  account  any 
revisions  to  scorecard  measures,  as  well 
as  any  actions  taken  by  the  institution 
to  address  the  FDlC’s  concerns 
described  in  the  notice.  Any  downward 
adjustment  in  an  institution’s  total  score 
will  remain  in  effect  for  subsequent 
assessment  periods  until  the  FDIC 
determines  that  an  adjustment  is  no 
longer  warranted.  Downward 
adjustments  will  be  made  without 
notification  to  the  institution.  However, 
the  FDIC  will  provide  advance  notice  to 
an  institution  and  its  primary  federal 
regulator  and  give  them  an  opportunity 
to  respond  before  removing  a  downward 
adjustment. 

(iv)  Adjustment  without  notice. 
Notwithstanding  the  notice  provisions 
set  forth  abov'e,  the  FDIC  may  change  an 
in.stitution’s  total  score  without  advance 
notice  under  this  paragraph,  if  the 
institution's  supervisory  ratings  or  the 
scorecard  measures  deteriorate. 

(6)  Unsecured  debt  adjustment  to 
initial  base  assessment  rote  for  all 
institutions.' AW  institutions,  except  new 
institutions  as  provided  under 
paragraph  (d)(10){i)(C)  of  this  section 
and  insured  branches  of  foreign  banks 
as  provided  under  paragraph  {d)(2)liii) 
of  this  section,  are  subject  to  an 
adjustment  of  as.sessment  rates  for 
unsecured  debt.  Any  unsecured  debt 
adjustment  shall  be  made  after  any 
adjustment  under  paragraph  (d)(5)  of 
this  section. 

(i)  Application  of  unsecured  debt 
adjustment.  The  unsecured  debt 
adjustment  shall  be  determined  as  the 
sum  of  the  initial  base  assessment  rate 
plus  40  basis  points;  that  sum  shall  be 
multiplied  by  the  ratio  of  an  insured 
depository  institution’s  long-term 
unsecured  debt  to  its  assessment  base. 
The  amount  of  the  reduction  in  the 
assessment  rate  due  to  the  adjustment  is 
equal  to  the  dollar  amount  of  the 
adjustment  divided  by  the  amount  of 
the  assessment  base. 

(ii)  Limitation — No  unsecured  debt  ' 
adjustment  that  provides  a  benefit  for 
any  institution  shall  exceed  the  lesser  of 
5  basis  points  or  50  percent  of  the 
institution’s  initial  base  assessment  rate. 

(iii)  Applicable  quarterly  reports  of 
condition — Unsecured  debt  adjustment 
ratios  for  any  given  quarter  shall  be 
calculated  from  quarterly  reports  of 
condition  (Call  Reports  and  Thrift 
Financial  Reports,  or  any  successor 
reports,  as  appropiiate)  filed  by  each 


institution  as  of  the  last  day  of  the 
quarter. 

(7)  Depository  institution  debt 
adjustment  to  initial  basq  assessment 
rate  for  all  institutions.  All  institutions 
shall  be  subject  to  an  adjustment  of 
assessment  rates  for  unsecured  debt 
held  that  is  issued  by  another 
depository  institution.  Any  such 
depository  institution  debt  adju.stment 
shall  be  made  after  any  adjustment 
under  paragraphs  (d)(5)  and  (d)(6)  of 
this  section. 

(i)  Application  of  depository 
institution  debt  adjustment.  The 
depository  institution  debt  adjustment 
shall  equal  50  basis  points  multiplied  bv 
the  ratio  of  the  long-term  unsecured 
debt  an  institution  holds  that  was  issued 
by  another  insured  depository 
institution  to  its  assessment  base. 

(ii)  Applicable  quarterly  reports  of 
condition.  Depository  institution  debt 
adjustment  ratios  for  any  given  quarter 
shall  be  calculated  from  quarterly 
reports  of  condition  (Call  Reports  and 
Thrift  Financial  Reports,  or  any 
successor  reports,  as  appropriate)  filed 
by  eacli  institution  as  of  the  last  day  of 
the  quarter. 

(8)  Brokered  Deposit  Adjustment.  All 
small  institutions  in  Risk  Categories  II, 

III,  and  IV,  all  large  institutions,  and  all 
highly  complex  institutions  shall  be 
subject  to  an  jfssessment  rate  adjustment 
for  brokered  deposits.  Any  such 
brokered  deposit  adjustment  shall  he 
made  after  any  adjustment  under 
paragraphs  (d)(5),  (d)(6),  and  (d)(7)  of 
this  section.  The  brokered  deposit 
adjustment  includes  all  brokered 
deposits  as  defined  in  Section  29  of  the 
Federal  Deposit  Insurance  Act  (12 
U.S.C.  1831f),  and  12  CFR  337.6, 
including  reciprocal  deposits  as  defined 
in  §  327. 8(p),  and  brokered  deposits  that 
consist  of  balances  swept  into  an 
insured  institution  by  another 
institution.  The  adjustment  under  this 
paragraph  is  limited  to  those 
institutions  whose  ratio  of  brokered 
deposits  to  domestic  deposits  is  greater 
than  10  percent;  asset  growth  rates  do 
not  affect  the  adjustment.  Insured 
branches  of  foreign  banks  are  not  subject 
to  the  brokered  deposit  adjustment  as 
provided  in  paragraph  (d)(2)(iii)  of  this 
sei4ion. 

(i)  Application  of  brokered  deposit 
adjustment.  The  brokered  deposit 
adjustment  shall  be  determined  by 
multiplying  25  basis  points  by  the  ratio 
of  the  difference  between  an  insured 
depository  institution’s  brokered 
deposits  and  10  percent  of  its  domestic 
deposits  to  its  assessment  base. 

(ii)  Limitation.  The  maximum 
brokered  deposit  adju.stment  will  be  10 


basis  points;  the  minimum  brokered 
deposit  adjustment  will  be  0. 

(iii)  Applicable  quarterly  reports  of 
condition.  Brokered  deposit  ratios  for 
any  given  quarter  shall  be  calculated 
from  the  quarterly  reports  of  condition 
(Call  Reports  and  Thrift  Financial 
Reports,  or  any  successor  reports,  as 
appropriate)  filed  by  each  institution  as 
cjf  thd"  last  day  of  the  quarter. 

(9)  Request  to  be  treated  as  a  large 
institution — (i)  Procedure.  Any 
institution  with  assets  of  between  S5 
billion  and  $10  billion  may  request  that 
the  FDIC  determine  its  assessment  rate 
as  a  large  institution.  The  FDIC  will 
consider  such  a  request  provided  that  it 
has  sufficient  information  to  do  so.  Any 
such  request  must  be  made  to  the  FDIC’s 
Division  of  Insurance  and  Research. 

Any  approved  change  will  become 
effective  within  one  year  from  the  date 
of  the  request.  If  an  institution  whose 
request  has  been  granted  subsequently 
reports  assets  of  less  than  $5  billion  in 
its  report  of  condition  for  four 
consecutive  quarters,  the  FDIC  will 
consider  such  institution  to  be  a  small 
institution  subject  to  the  financial  ratios 
method. 

(ii)  Time  limit  on  subsequent  request 
for  alternate  method.  An  institution 
whose  request  to  be  assessed  as  a  large 
institution  is  granted  by  the  FDIC  shall 
not  be  eligible  to  request  that  it  be 
assessed  as  a  small  institution  for  a 
period  of  three  years  from  ^he  first 
quarter  in  which  its  approved  request  to 
be  assessed  as  a  large  institution  became 
effective.  Any  request  to  be  assessed  as 
a  small  institution  must  bo  made  to  the 
FDIC’s  Division  of  Insurance  and 
Research. 

(iii)  An  institution  that  disagrees  with 
the  FDIC’s  determination  that  it  is  a 
large,  highly  complex,  or  small 
institution  may  request  review  of  that 
determination  pursuant  to  §  327.4(c). 

(10)  New  and  established  institutions 
and  exceptions — (i)  New  small 
institutions.  A  new  small  Risk  Category 
I  institution  shall  be  assessed  the  Risk 
Category  I  maximum  initial  base 
assessment  rate  for  the  relevant 
assessment  period.  No  new  small 
in,stitution  in  any  risk  category  shall  be 
subject  to  the  unsecured  debt 
adjustment  as  determined  under 
paragraph  (d)(6)  of  this  section.  All  new 
small  institutions  in  any  Risk  Category 
shall  be  subject  to  the  depository 
institution  debt  adjustment  as 
determined  under  paragraph  (d)(7)  of 
this  section.  All  new  small  institutions 
in  Risk  Categories  II,  III,  and  IV  shall  be 
subject  to  the  brokered  deposit 
adju.stment  as  determined  under 
paragraph  (d)(8)  of  this  section. 
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(ii)  New  large  institutions  and  new 
highly  complex  institutions.  All  new 
large  institutions  and  all  new  highly 
complex  institutions  shall  be  assessed 
under  the  appropriate  method  provided 
at  paragraph  (dK3)  or  (d)(4)  and  subject 
to  the  adjustments  provided  at 
paragraphs  (d)(5),  (d)(7),  and  (d)(8).  No 
new  highly  complex  or  large  institutions 
are  entitled  to  adjustment  under 
paragraph  (d)(B).  If  a  large  or  highly 
complex  institution  has  not  yet  received 
CAMELS  ratings,  it  will  be  given  a 
weighted  CAMELS  rating  of  2  for 
assessment  purposes  until  actual 
CAMEL, S  ratings  are  assigned. 

(iii)  CAMELS  ratings  for  the  sundving 
instflution  in  a  merger  or  consolidation. 
When  an  established  institution  merges 
with  or  consolidates  into  a  new 
institution,  if  the  FDIC  determines  the 
resulting  institution  to  he  an  established 
institution  under  §  327.8(k)(l),  its 
CAMELS  ratings  for  assessment 
purposes  will  be  based  upon  the 
established  institution’s  ratings  prior  to 
the  merger  or  consolidation  until  new 
ratings  become  available. 

(iv)  Rate  applicable  to  institutions 
subject  to  subsidiary  or  credit  union 


exception.  A  small  Risk  Category  I 
institution  that  is  established  under 
§  327.8(k)(4)  and  (5),  but  does  not  have 
CAMELS  component  ratings,  shall  be 
assessed  at  2  basis  points  above  the 
minimum  initial  base  assessment  rate 
applicable  to  Risk  Category  I  institutions 
until  it  receives  CAMELS  component 
ratings.  Thereafter,  the  assessment  rate 
will  be  determined  by  annualizing, 
where  appropriate,  financial  ratios 
obtained  from  all  quarterly  reports  of 
condition  that  have  been* filed,  until  the 
institution  files  four  quarterly  reports  of 
condition.  If  a  large  or  highly  complex 
institution  is  considered  established 
under  §  327.8(k)(4)  and  (5),  but  does  not 
have  CAMELS  component  ratings,  it 
will  be  given  a  weighted  CAMEL.S  rating 
of  2  for  assessment  purposes  until  actual 
(iAMELS  ratings  are  assigned. 

(v)  Request  for  review.  An  institution 
that  disagrees  with  the  FDIC’s 
determination  that  it  is  a  new  institution 
may  request  review  of  that 
determination  pursuant  to  §  327.4(c). 

(11)  Assessment  rates  for  bridge 
depositcry  institutions  and 
conservatorships.  Institutions  that  are 
bridge  depository  institutions  under  12 


U.S.C.  1821(n)  and  institutions  for 
which  the  Corporation  has  been 
appointed  or  serves  as  conservator  shall, 
in  all  cases  be  assessed  at  the  Risk 
Category  f  minimum  initial  base 
assessment  rate,  which  shall  not  be 
subject  to  adjustment  under  paragraphs 
(d)(.5),  (6),  (7)  or  (8)  of  this  section. 

7.  Revise  §  327.10  to  read  as  follows: 

§327.10  Assessment  rate  schedules. 

(a)  Assessment  rate  schedules  if,  after 
September  3U,  2010,  the  resen'e  ratio  of 
the  DIF  has  not  reached  1.15  percent.  (1) 
Applicability.  The  assessment  rate 
schedules  in  paragraph  (a)  of  this 
section  will  cease  to  be  applicable  when 
the  reserve  ratio  of  the  DIF  first'reaches 
1.15  percent  after  September  30,  2010. 

(2)  Initial  Base  Assessment  Rate 
Schedule.  After  September  30,  2010,  if 
the  reserve  ratio  of  the  DIF  has  not 
reached  1.15  percent,  the  initial  base 
assessment  rate  for  an  insured 
depository  institution  shall  be  the  rate 
prescribed  in  the  following  schedule: 


Initial  Base  Assessment  Rate  Schedule  if.  After  September  30,  2010,  the  Reserve  Ratio  of  the  DIF  has  not 

Reached  1.15  Percent 


I 

1 

Risk 

category  1 

r 

1 

Risk  i 

category  II  ; 

1 

Risk  ! 

category  III  i 

Risk  i 

category  IV 

Large  and 
highly 

I  complex 
:  institutions 

I 

Initial  base  assessment  rate  . . . 

5-9 

14  i 

_ L 

23 

35 

I  5-35 

*  All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Initial  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 


(i)  Risk  Category  I  Initial  Base 
Assessment  Rate  Schedule.  The  annual 
initial  base  assessment  rates  for  all 
institutions  in  Risk  Category  I  shall 
range  from  5  to  9  basis  points. 

(ii)  Risk  Category  II,  III,  and  IV  Initial 
Base  Assessment  Rate  Schedule.  The 
annual  initial  base  assessment  rates  for 
Risk  Categories  II,  III,  and  IV  shall  be  14, 
23,  and  35  basis  points,  respectively. 


(iii)  All  institutions  in  any  one  risk 
category,  other  than  Risk  Category  I,  will 
be  charged  the  same  initial  base 
assessment  rate,  subject  to  adjustment  as 
appropriate. 

(iv)  Large  and  Highly  Complex 
Institutions  Initial  Base  Assessment 
Rate  Schedule.  The  annual  initial  base 
assessment  rates  for  all  large  and  highly 


complex  institutions  shall  range  from  5 
to  35  basis  points. 

(3)  Total  Base  Assessment  Rate 
Schedule  after  Adjustments.  After 
September  30,  2010,  if  the  reserve  ratio 
of  the  DIF  has  not  reached  1.15  percent, 
the  total  base  assessment  rates  after 
adjustments  for  an  insured  depository 
institution  shall  be  the  rate  prescribed 
in  the  following  schedule. 


total  Base  Assessment  Rate  Schedule  (after  adjustments)*  if.  After  September  30,  2010,  the  Reserve 

Ratio  of  the  DIF  has  not  Reached  1.15  Percent** 


Risk 

category  I 

Risk 

category  It 

Risk 

category  III 

Risk 

category  IV 

_ i 

Large  and 
highly 
complex 
institutions 

i _ _ _ 

Initial  base  assessment  rate  . 

5-9 

14 

23 

35 

5-35 

Unsecured  debt  adjustment . L! . 

{4.5)-0 

{5)-0 

(5)-0 

(5)-0 

(5)-0 

Brokered  deposit  adjustment  . 

0-10 

0-10 

0-10 

0-10 

Total  base  assessment  rate  . . 

2.5-9 

9-24 

j  18-33 

30-45 

2.5-45 

*  All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Total  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 

**  Total  base  assessment  rates  do  not  include  the  depository  institution  debt  adjustment. 
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(i)  Risk  Category  I  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  all 
institutions  in  Risk  Category  I  shall 
range  from  2.5  to  9  basis  points. 

(ii)  Risk  Category  II  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  II  shall  range  from  9  to  24  basis 
points. 

(iii)  Risk  Category  III  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 


Category  III  shall  range  from  18  to  33 
basis  points. 

(iv)  Risk  Category  IV  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  IV  shall  range  from  30  to  45 
basis  points. 

(v)  Large  and  Highly  Complex 
Institutions  Total  Base  Assessment  Rate 
Schedule.  The  annual  total  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from 
2.5  to  45  basis  points. 

(b)  Assessment  rat6  schedules  once 
the  reserve  ratio  of  the  DIF  first  reaches 


1.15  percent  after  September  30,  2010, 
and  the  reserve  ratio  for  the 
immediately  prior  assessment  period  is 
less  than  2  percent. 

(1)  Initial  Base  Assessment  Rate 
Schedule.  After  September  30,  2010, 
once  the  reserve  ratio  of  the  DIF  first 
reaches  1.15  percent,  and  the  reserve 
ratio  for  the  immediately  prior 
assessment  period  is  less  than  2  percent, 
the  initial  base  assessment  rate  for  an 
insured  depository  institution  shall  be 
the  rate  prescribed  in  the  following 
schedule: 


Initial  Base  Assessment  Rate  Schedule  Once  the  Reserve  Ratio  of  the  DIF  Reaches  1.15  Percent  After 
September  30,  2010,  and  the  Reserve  Ratio  for  the  Immediately  Prior  Assessment  Period  is  Less  than  2 
Percent 


: - ! 

Risk 

category  1 

1 - ! 

Risk 

category  II 

1 

1 

Risk 

category  III 

1 

! 

Risk 

category  IV 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate . . . . 

3-7 

1  12 

19 

30 

3-30 

*  All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Initial  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 


(i)  Risk  Category  I  Initial  Base 
Assessment  Rate  Schedule.  The  annual 
initial  base  assessment  rates  for  all 
institutions  in  Risk  Category  I  shall 
range  from  3  to  7  basis  points.  . 

(ii)  Risk  Category  II,  III,  and  IV  Initial 
Base  Assessment  Rate  Schedule.  The 
annual  initial  base  assessment  rates  for 
Risk  Categories  II,  III,  and  IV  shall  be  12, 
19,  and  30  basis  points,  respectively. 


(iii)  All  institutions  in  any  one  risk 
category,  other  than  Risk  Category  I,  will 
be  charged  the  same  initial  base 
assessment  rate,  subject  to  adjustment  as 
appropriate. 

(iv)  Large  and  Highly  Complex 
Institutions  Initial  Base  Assessment 
Rate  Schedule.  The  annual  initial  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from  3 
to  30  basis  points. 


(2)  Total  Base  Assessment  Rate 
Schedule  after  Adjustments.  After 
September  30,  2010,  once  the  reserve 
ratio  of  the  DIF  first  reaches  1.15 
percent,  and  the  reserve  ratio  for  the 
immediately  prior  assessment  period  is 
less  than  2  percent,  the  total  base 
assessment  rates  after  adjustments  for  an 
insured  depository  institution  shall  be 
4  the  rate  prescribed  in  the  following 
schedule. 


Total  Base  Assessment  Rate  Schedule  (after  Adjustments)*  Once  the  Reserve  Ratio  of  the  DIF  Reaches 
1.15  Percent  After  September  30,  2010,  and  the  Reserve  Ratio  for  the  Immediately  Prior  Assessment 
Period  is  Less  than  2  Percent** 


i 

i 

- , 

! 

Risk  j 

category  I 

I 

Risk 

category  II 

Risk 

category  III 

Risk 

category  IV 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate . 

3-7 

i 

12  i 

19 

30 

3-30 

Unsecured  debt  adjustment . . 

(3.5)-0 

(5)-0 

(5)-0 

(5)-0 

{5)-0 

Brokered  deposit  adjustment . 

0-10 

0-10 

0-10 

0-10 

Total  base  assessment  rate  . 

1.5-7 

7-22 

14-29 

29-40 

1.5-40 

*  All  amounts  for  all  risk  categories  are  in  basis  points  annually,  l  otal  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 

**  Total  base  assessment  rates  do  not  include  the  depository  institution  debt  adjustment. 


(i)  Risk  Category  I  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for 
institutions  in  Risk  Category  I  shall 
range  from  1.5  to  7  basfs  points. 

(ii)  Risk  Category  II  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  II  shall  range  from  7  to  22  basis 
points. 


(iii)  Risk  Category  III  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  III  shall  range  from  14  to  29 
basis  points. 

(iv)  Risk  Category  IV  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  IV  shall  range  from  29  to  40 
basis  points. 


(v)  Large  and  Highly  Complex 
Institutions  Total  Base  Assessment  Rate 
Schedule.  The  annual  total  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from 
1.5  to  40  basis  points. 

(c)  Assessment  rate  schedules  if  the 
reserve  ratio  of  the  DIF  for  the  prior 
assessment  period  is  equal  to  or  greater 
than  2  percent  and  less  than  2.5 
percent.  (1)  Initial  Base  Assessment  Rate 
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Schedule.  If  the  reserve  ratio  of  the  DIF 
for  the  prior  assessment  period  is  equal 
to  or  greater  than  2  percent  and  less 


than  2.5  percent,  the  initial  base 
assessment  rate  for  an  insured 
depository  institution,  except  as 


provided  in  paragraph  (e)  of  this 
section,  shall  be  the  rate  prescribed  in 
the  following  schedule: 


Initial  Base  Assessment  Rate  Schedule  if  Reserve  Ratio  for  Prior  Assessment  Period  Is  Equal  to  or 
Greater  Than  2  Percent  But  Less  Than  2.5  Percent 


i 

Risk 

category  1 

i 

Risk  ; 

category  II 

Risk 

category  III 

Risk  j 

category  IV  ' 

1  1 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate  . 

i  2-6 

!  10 

!  17 

28 

:  2-28 

*  All  amounts  tor  all  risk  categories  are  in  basis  points  annually.  Initial  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates.  .  . 


(i)  Risk  Category  I  Initial  Base  ■ 
Assessment  Rate  Schedule.  The  annual 
initial  base  assessment  rates  for  all 
institutions  in  Risk  Category  I  shall 
range  from  2  to  6  basis  points. 

(ii)  Risk  Category  11,  III,  and  IV  Initial 
Base  Assessment  Rate  Schedule.  Tire 
annual  initial  base  assessment  rates  for 
Risk  Categories  II,  III,  and  TV  shall  bo  10, 
17,  and  28  basis  points,  respectively. 


(iii)  All  institutions  in  any  one  risk 
category,  other  than  Risk  Category  I,  will 
be  charged  the  same  initial  base 
assessment  rate,  subject  to  adjustment  as 
appropriate. 

(iv)  Large  and  Highly  Complex 
Institutions  Initial  Base  Assessment 
Rate  Schedule.  The  annual  initial  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from  2 
to  28  basis  points. 


(2)  Total  Base  Assessment  Rate 
Schedule  after  Adjustments.  If  the 
reserve  ratio  of  the  DIF  for  the  prior 
assessment  period  is  equal  to  or  greater 
than  2  percent  and  less  than  2.5  percent, 
the  total  base  assessment  rates  after 
adjustments  for  an  insured  depository 
institution,  except  as  provided  in 
paragraph  (e)  of  this  section,  shall  be  the 
rate  prescribed  in  the  following 
schedule. 


Total  Base  Assessment  Rate  Schedule  (after  Adjustments)*  if  Reserve  Ratio  for  Prior  Assessment  Period 
Is  Equal  to  or  Greater  Than  2  Percent  But  Less  Than  2.5  Percent** 


1 

Risk 

category  1 

Risk  1 

category  II  1 

Risk 

category  III  ; 

Risk 

category  IV  : 

Large  and 
highly 
complex 
institutions 

Initial  base  assessment  rate  . . . . 

1 

2-6  1 

10 

17 

28  ' 

2-38 

Unsecured  debt  adjustment . 

(3)-0 

1  (5)-0 

1  (5)-0  1 

(51-0  j 

(5)-0 

Brokered  deposit  adjustment  . '. . 

1  0-10 

!  0-10 

0-10 

0-10 

Total  base  assessment  rate  . 

1-6 

5-20 

12-27 

:  23-38 

1  1-38 

*A1I  amounts  for  all  risk  categories  are  in  basis  points  annually.  Total  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 

"Total  base  assessment  rates  do  not  include  the  depository  institution  debt  adjustment. 


(i)  Risk  Category  I  Tofal  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessmbnt  rates  for 
institutions  in  Risk  Category  I  shall 
range  from  1  to  6  basis  points. 

(ii)  Risk  Category  II  Total  Base 
A.ssessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  II  shall  range  from  5  to  20  basis 
points. 

(iii)  Risk  Category  III  Total  Bose 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 


Category  III  shall  range  from  12  to  27 
basis  points. 

(iv)  Risk  Category  IV  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  IV  shall  range  from  23  to  38 
basis  points. 

(v)  Large  and  Highly  Complex 
Institutions  Total  Base  Assessment  Rate 
Schedule.  The  annual  total  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from  1 
to  38  basis  points. 


(d)  Assessment  rate  schedules  if  the 
reserve  ratio  of  the  DIF  for  the  prior  . 
assessment  period  is  greater  than  2.5 
percent. 

( 1 )  Initial  Base  Assessment  Rate 
Schedule.  If  the  reserve  ratio  of  the  DIF 
for  the  prior  assessment  period  is  greater 
than  2  5  percent,  the  initial  base 
assessment  rate  for  an  insured 
depository  institution,  except  as 
provided  in  paragraph  (e)  of  this 
section,  shall  be  the  rate  prescribed  in 
the  following  schedule: 
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Initial  Base  Assessment  Rate  Schedule  if  Reserve  Ratio  for  Prior  Assessment  Period  Is  Greater  Than  or 

Equal  to  2.5  Percent 


- 

Risk  j 

:  category  1 

Risk  i 

category  II 

- 1 

Risk 

category  ill 

Risk  1 

category  IV 

i _ 

Large  and 
highly 
complex 
institutions 

1 - 

Initial  base  assessment  rate  . 

_ ^ 

!  9 

[_ _ 

25 

1-25 

*  All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Initial  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates. 


(i)  Risk  Category  I  Initial  Base 
Assessment  Rate^chedule.  The  annual 
initial  base  assessment  rates  for  all 
institutions  in  Risk  Category  I  shall 
range  from  1  to  5  basis  points. 

(ii)  Risk  Category  II,  III,  and  IV  Initial 
Base  Assessment  Rate  . Schedule.  The 
annual  initial  base  assessment  rates  for 
Risk  Categories  II,  III,  and  IV  shall  be  9, 
15,  and  25  basis  points,  respectively. 


(iii)  All  institutions  in  any  one  risk 
category,  other  than  Risk  Category  I,  will 
be  charged  the  same  initial  base 
assessment  rate,  subject  to  adjustment  as 
appropriate. 

fiv)  Large  and  Highly  Complex 
Institutions  Initial  Base  Assessment 
Rate  Schedule.  The  annual  initial  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from  1 
to  25  basis  points. 


(2)  Total  Base  Assessment  Rate 
Schedule  after  Adjustments.  If  the 
reserve  ratio  of  the  DIF  for  the  prior 
assessment  period  is  greater  than  2.5 
percent,  the  total  base  assessment  rates 
after  adjustments  for  an  insured 
depository  institution,  except  as 
provided  in  paragraph  (e)  of  this 
section,  shall  be  the  rate  prescribed  in 
the  following  schedule. 


Total  Base  Assessment  Rate  Schedule  (after  Adjustments)*  if  Reserve  Ratio  for  Prior  Assessment  Period 

Is  Greater  Than  or  Equal  to  2.5  Percent** 


Risk  cat¬ 
egory  I 

Risk  cat¬ 
egory  II 

Risk  cat¬ 
egory  III 

Risk  cat¬ 
egory  IV 

Large  and 
highly  com¬ 
plex  institu¬ 
tions 

Initial  base  assessment  rate . . . 

Unsecured  debt  adjustment . 

Brokered  deposit  adjustment  . 

Total  base  assessment  rate  . 

1-5 

(2.5)-0 

0.5-5 

9 

(4.5)-0 
'  0-10 
4.5-19 

15 

(5)-0 

0-10 

10-25 

25 

(5)-0 

0-10 

20-35 

_ _ _ _ _ 

1-25 

(5)-0 

0-10 

0.5-35 

_ 

*  All  amounts  for  all  risk  categories  are  in  basis  points  annually.  Total  base  rates  that  are  not  the  minimum  or  maximum  rate  will  vary  between 
these  rates.  ^ 

**  Total  base  assessment  rates  do  not  include  the  depository  institution  debt  adjustment. 


(i)  Risk  Category  I  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for 
institutions  in  Risk  Category  I  shall 
range  from  0.5  to  5  basis  points. 

(ii)  Risk  Category  II  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  II  shall  range  from  4.5  to  19 
basis  points. 

(iii)  Risk  Category  III  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  III  shall  range  from  10  to  25 
basis  points. 

(iv)  Risk  Category'  IV  Total  Base 
Assessment  Rate  Schedule.  The  annual 
total  base  assessment  rates  for  Risk 
Category  IV  shall  range  from  20  to  35 
basis  points. 

(v)  Large  and  Highly  Complex 
Institutions  Total  Base  Assessment  Rate 
Schedule.  The  annual  total  base 
assessment  rates  for  all  large  and  highly 
complex  institutions  shall  range  from 
0.5  to  35  basis  points. 

(e)  Assessment  Rate  Schedules  for 
New  Institutions.  New  depository 
institutions,  as  defined  in  327. 8(j).  shall 


be  subject  to  the  assessment  rate 
schedules  as  follows: 

(1)  Prior  to  the  resen'e  ratio  of  the  DIF 
first  reaching  1.15  percent  after 
September  30,  2010.  After  September 
30,  2010,  if  the  reserve  ratio  of  the  DIF 
has  not  reached  1.15  percent,  new 
institutions  shall  be  subject  to  the  initial 
and  total  base  assessment  rate  schedules 
provided  for  in  paragraph  (a)  of  this 
section. 

(2)  Assessment  rate  schedules  once 
the  DIF  reserve  ratio  first  reaches  1.15 
percent  after  September  30,  2010.  After 
September  30,  2010,  once  the  reserve 
ratio  of  the  DIF  first  reaches  1.15 
percent,  new  institutions  shall  be 
subject  to  the  initial  and  total  base 
assessment  rate  schedules  provided  for 
in  paragraph  (b)  of  this  section,  even  if 
the  reserve  ratio  equals  or  exceeds  2 
percent  or  2.5  percent. 

(f)  Total  Base  Assessment  Rate 
Schedule  adjustments  and  procedures— 
(1)  Board  Rate  Adjustments.  The  Board 
may  increase  or  decrease  the  total  base 
assessment  rate  schedule  in  paragraphs 
(a)  through  (d)  of  this  section  up  to  a 
maximum  increase  of  3  basis  points  or 


a  fraction  thereof  or  a  maximum 
decrease  of  3  basis  points  or  a  fraction 
thereof  (after  aggregating  increases  and 
decreases),  as  the  Board  deems 
necessary.  Any  siich  adjustment  shall  - 
apply  uniformly  to  each  rate  in  the  total 
base  assessment  rate  schedule.  In  no 
case  may  such  Board  rate  adjustments 
result  in  a  total  base  assessment  rate  that 
is  mathematically  less  than  zero  or  in  a 
total  base  assessment  rate  schedule  that, 
at  any  time,  is  more  than  3  basis  points 
above  or  below  the  total  base  assessment 
schedule  for  the  Deposit  Insurance  Fund 
in  effect  pursuant  to  paragraph  fb)  of 
this  section,  nor  may  any  one  such 
Board  adjustment  constitute  an  increase 
or  decrease  of  more  than  3  basis  points. 

(2)  Amount  of  revenue.  In  setting 
assessment  rates,  the  Board  shall  take 
into  consideration  the  following: 

(i)  Estimated  operating  expenses  of 
the  Deposit  Insurance  Fund; 

(ii)  Case  resolution  expenditures  and 
income  of  the  Deposit  Insurance  Fund; 

(iii)  The  projected  effects  of 
assessments  on  the  capital  and  earnings 
of  the  institutions  paying  assessments  to 
the  Deposit  Insurance  Fund; 
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(iv)  The  risk  factors  and  other  factors 
taken  into  account  pursuant  to  12  USC 
1817(b)(1);  and 

(v)  Any  other  factors  the  Board  may 
deem  appropriate. 

(3)  Adjustment  procedure.  Any 
adjustment  adopted  by  the  Board 
pursuant  to  this  paragraph  will  be 
adopted  by  rulemaking,  except  that  the 
Corporation  may  set  assessment  rates  as 


necessary  to  manage  the  reserve  ratio, 
within  set  parameters  not  exceeding 
cumulatively  3  basis  points,  pursuant  to 
paragraph  (c)(1)  of  this  section,  without 
further  rulemaking. 

(4)  Announcement.  The  Board  shall 
announce  the  assessment  schedules  and 
the  amount  and  basis  for  any  adjustment 
thereto  not  later  than  30  days  before  the 
quarterly  certified  statement  invoice 


date  specified  in  §  327.3(b)  of  this  part 
for  the  first  assessment  period  for  which 
the  adjustment  shall  be  effective.  Once 
set,  rates  will  remain  in  effect  until 
changed  by  the  Board. 

8.  Appendix  A  to  Subpart  A  is  revised 
to  read  as  follows: 

Appendix  A  to  Subpart  A  of  Part  327 — 
Description  of  Scorecard  Measures 


Scorecard  measures 


Tier  1  Leverage  Ratio  .  | 

Concentration  Measure  for  Large  i 
IDIs  (excluding  Highly  Complex 
Institutions). 

(1)  Higher-Risk  Assets, Tier  1  Cap-  i 
ital  and  Reserves. 

(2)  Growth-Adjusted  Portfolio  Con-  - 
centrations. 


Concentration  Measure  for  Highly 
Complex  Institutions. 

(1)  Higher-Risk  AssetsTier  1  Cap¬ 
ital  and  Reserves. 

(2)  Top  20  Counterparty  Exposure/ 
Tier  1  Capital  and  Reserves. 


(3)  Largest  Counterparty  Exposure/ 
Tier  1  Capital  and  Reserves. 


Core  Earnings/Average  Quarter- 
End  Total  Assets. 


Credit  Quality  Measure;  .  i 

(1)  Criticized  and  Classified  Items/  ' 
Tier  1  Capital  and  Reserves. 


(2)  Underperforming  AssetsTier  1 
Capital  and  Reserves. 


Description 


Tier  1  capital  for  Prompt  Corrective  Action  (PCA)  divided  by  adjusted  average  assets  based  on  the  defini¬ 
tion  for  prompt  corrective  action. 

Concentration  score  for  large  institutions  takes  the  higher  score  of  the  following  two; 


Sum  of  construction  and  land  development  (C&D)  loans  (funded  and  unfunded),  leveraged  loans  (funded 
and  unfunded),  nontraditional  mortgages,  and  subprime  consumer  loans  divided  by  Tier  1  capital  and  re¬ 
serves.  See  Appendix  C  to  this  subpart  for  the  detailed  description  of  the  ratio. 

The  measure  is  calculated  in  following  steps; 

(1)  Concentration  levels  (as  a  ratio  to  Tier  1  capital  and  reserves)  are  calculated  for  each  broad  portfolio 
category  (C&D,  other  commercial  real  estate  loans,  first  lien  residential  mortgages  (including  non-agency 
mortgage-backed  securities),  and  junior  lien  residential  mortgages,  commercial  and  industrial  loans, 
credit  card,  and  other  consumer  loans). 

(2)  Three-year  merger-adjusted  portfolio  growth  rates  are  then  scaled  to  a  growth  factor  of  1  to  1 .2  where 
a  3-year  cumulated  growth  rate  of  20  percent  or  less  equals  a  factor  of  1  and  a  growth  rate  of  80  per¬ 
cent  or  greater  equals  a  factor  of  1 .2.  If  three  years  of  data  are  not  available,  a  growth  factor  of  1  will  be 
assigned. 

(3)  Risk  weights  are  assigned  to  each  category  based  on  historical  loss  rates. 

(4)  Concentration  levels  are  multiplied  by  risk  weights  and  squared  to  produce  a  risk-adjusted  concentra¬ 
tion  ratio  for  each  portfolio. 

(5)  The  risk-adjusted  concentration  ratio  for  each  portfolio  is  multiplied  by  the  growth  factor  and  resulting 
values  are  summed. 

See  Appendix  C  to  this  subpart  for  the  detail  description  of  the  measure. 

Concentration  score  for  highly  complex  institutions  takes  the  highest  score  of  the  following  three; 

Sum  of  C&D  loans  (funded  and  unfunded),  leveraged  loans  (funded  and  unfunded),  nontraditional  mort¬ 
gages,  and  subprime  consumer  loans  divided  by  Tier  1  capital  and  reserves.  See  Appendix  C  to  this 
subpart  for  the  detailed  description  of  the  ratio. 

Sum  of  the  total  exposure  amount  to  the  largest  20  counterparties  by  exposure  amount  divided  by  Tier  1 
capital  and  reserves.  Counterparty  exposure  is  equal  to  the  sum  of  Exposure  at  Default  (EAD)  associ¬ 
ated  with  derivatives  trading  and  Securities  Financing  Transactions  (SFTs)  and  the  gross  lending  expo¬ 
sure  (including  all  unfunded  commitments)  for  each  counterparty  or  borrower  at  the  consolidated  entity 
level.39  EAD  for  derivatives  trading  and  SFTs  is  to  be  calculated  as  defined  in  Basel  II  or  as  updated  in 
future  Basel  Accords.  EAD  and  lending  exposure  is  to  be  reported  at  the  consolidated  level  across  all 
legal  entities  for  that  counterparty. 

Sum  of  the  exposure  amount  to  the  largest  counterparty  by  exposure  amount  divided  by  Tier  1  capital  and 
reserves.  Counterparty  exposure  is  equal  to  the  sum  of  Exposure  at  Default  (EAD)  associated  with  de¬ 
rivatives  trading  and  Securities  Financing  Transactions  (SFTs)  and  the  gross  lending  exposure  (including 
all  unfunded  commitments)  for  each  counterparty  or  borrower  at  the  consolidated  entity  level.  EAD  for 
derivatives  trading  and  SFTs  is  to  be  calculated  as  defined  in  Basel  II  or  as  updated  in  future  Basel  Ac¬ 
cords.  EAD  and  lending  exposure  is  to  be  reported  at  the  consolidated  level  across  all  legal  entities  for 
that  counterparty. 

Core  earnings  are  defined  as  quarterly  net  income  less  extraordinary  items  and  realized  gains  and  losses 
on  available-for-s.ale  (AFS)  and  held-to-maturity  (HTM)  securities,  adjusted  for  mergers.  The  ratio  takes 
a  four-quarter  sum  of  merger-adjusted  core  earnings  and  divides  it  by  an  average  of  five  quarter-end 
total  assets  (most  recent  and  four  prior  quarters).  If  four  quarters  of  data  on  core  earnings  are  not  avail¬ 
able,  data  for  quarters  that  are  available  will  be  .added  and  annualized.  If  five  quarters  of  data  on  total 
assets  are  not  available,  data  for  quarters  that  are  available  will  be  averaged. 

Asset  quality  score  takes  a  higher  score  of  the  following  two; 

Sum  of  criticized  and  classified  items  divided  by  the  sum  of  Tier  1  capital  and  reserves.  Criticized  and 
classified  items  include  items  with  an  internal  grade  of  “Special  Mention”  or  worse  and  include  retail 
items  under  Uniform  Retail  Classification  Guidelines,  securities  that  are  internally  rated  the  regulatory 
equivalent  of  “Special  Mention”  or  worse,  and  marked-to-market  counterparty  positions  that  are  internally 
rated  the  regulatory  equivalent  of  “Special  Mention”  or  worse,  less  credit  valuation  adjustments.  Criti- 

I  cized  and  classified  items  exclude  loans  and  securities  in  trading  books,  and  the  maximum  amount  re¬ 
coverable  from  the  U.S.  government,  its  agencies,  or  government-sponsored  agencies,  under  guarantee 
or  insurance  provisions. 

Sum  of  loans  that  are  30-89  day  past  due,  loans  that  are  90  days  or  more  past  due,  nonaccrual  loans,  re- 

I  structured  loans  (including  restructured  1-4  family  loans),  and  ORE,  excluding  the  maximum  amount  re¬ 
coverable  from  the  U.S.  government,  its  agencies,  or  government-sponsored  agencies,  under  guarantee 
or  insurance  provisions,  divided  by  a  sum  of  Tier  1  capital  and  reserves. 
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Scorecard  measures  i  Description 


Core  Deposits/Total  Liabilities  .  Sum  of  demand  deposits,  NOW  accounts,  I^MDA,  other  savings  deposits,  CDs  under  $250,000  less  in¬ 

sured  brokered  deposits  under  $250,000  divided  by  total  liabilities. 

Balance  Sheet  Liquidity  Ratio .  Sum  of  cash  and  balances  due  from  depository  institutions,  federal  funds  sold  and  securities  purchased 

under  agreements  to  resell,  and  agency  securities  (excludes  agency  mortgage-backed  securities  but  in- 
1  eludes  securities  issued  by  the  U.S.  Treasury,  U.S.  government  agencies,  and  U.S.  government-spon- 
I  sored  enterprises)  divided  by  the  sum  of  federal  funds  purchased  and  repurchase  agreements,  other 
I  borrowings  (including  FHLB)  with  a  remaining  maturity  of  one  year  or  less,  7.5  percent  of  insured  do- 
j  mestic  deposits,  and  15  percent  of  uninsured  domestic  and  foreign  deposits. 

Potential  Losses/Total  Domestic  j  Potential  losses  to  the  DIF  in  the  event  of  failure  divided  by  total  domestic  deposits.  Appendix  D  to  this 
Deposits  (Loss  Severity  Meas-  !  subpart  describes  the  calculation  of  the  loss  severity  measure  in  detail, 
ure).  ! 

Noncore  Funding/T otal  Liabilities  ...  j  Noncore  liabilities  divided  by  total  liabilities.  Noncore  liabilities  generally  consist  of  total  time  deposits  of 

I  $250,000  or  more,  other  borrowed  money  (all  maturities),  foreign  office  deposits,  securities  sold  under 
!  agreements  to  repurchase,  federal  funds  purchased,  and  insured  brokered  deposits  issued  in  denomina- 
I  tions  of  less  than  $250,000. 

Market  Risk  Measure  for  Highly  j  This  measure  is  a  weighted  average  of  three  risk  measures; 

Complex  Institutions.  I 

(1)  Trading  Revenue  Volatility/Tier  |  Trailing  4-quarter  standard  deviation  of  quarterly  trading  revenue  (merger-adjusted)  divided  by  Tier  1  cap- 

1  Capital.  i  ital. 

(2)  Market  Risk  Capital/Tier  1  Cap-  |  Market  risk  capital  divided  by  Tier  1  capital.  Market  risk  capital  equals  market-risk  equivalent  assets  di- 

ital.  vided  by  12.5. 

(3)  Level  3  Trading  AssetsATier  1  I  Level  3  trading  assets  divided  by  Tier  1  capital. 

Capital.  1 

Average  Short-Term  Funding/ Aver-  I  Quarterly  average  of  federal  funds  purchased  and  repurchase  agreements  divided  by  the  quarterly  aver¬ 
age  Total  Assets.  •  age  of  total  assets  as  reported  on  Schedule  RC-K  of  call  reports. 


9.  Appendix  B  to  Subpart  A  is  revised 
to  read  as  follow's: 

Appendix  B  to  Subpart  A  of  Part  327 — 
Conversion  of  Scorecard  Measures  into 
Score 

J.  Weighted  Average  CAMELS  Rating 
Weighted  average  CAMELS  ratings 
between  1  and  3.5  are  assigned  a  score 
between  25  and  100  according  to  the 
following  equation; 

S=  25  +  [(20/3)*(C2  -)1, 

Where: 

S  -  the  weighted  average  CAMELS  score;  and 
C  =  the  weighted  average  CAMELS  rating. 

2.  Other  Scorecard  Measures 

For  certain  scorecard  measures,  a  lower 
ratio  implies  lower  risk  and  a  higher  ratio 
implies  higher  risk.  These  measures  include: 

•  Concentration  measure; 

•  Credit  quality  measure; 

•  Market  risk  measure; 

•  Average  short-term  funding  to  average 
total  assets  ratio: 

•  Potential  losses  to  total  domestic 
deposits  ratio  (loss  severity  measure);  and. 


•  Noncore  funding  to  total  liabilities  ratio. 

For  those  measures,  a  value  between  the 

minimum  and  maximum  cutoff  values  is 
converted  linearly  to  a  score  between  0  and  , 
KtO,  according  to  the  following  formula: 

S  =  (V  ^  MinyiUO/iMax  —  Min), 
where  S  is  score  (rounded  to  three  decimal 
points),  V  is  the  value  of  the  measure, 
Min  is  the  minimum  cutoff  value  and 
Max  is  the  maximum  cutoff  value. 

For  other'scorecard  measures,  a  lower 
value  represents  higher  risk  and  a  higher 
value  represents  low'er  risk.  These  measures 
include: 

•  Tier  1  leverage  ratio; 

•  Core  earnings  to  average  quarter-end 
total  assets  ratio; 

•  Core  deposits  to  total  liabilities  ratio; 
and, 

•  Balance  sheet  liquidity  ratio. 

For  those  measures,  a  value  between  tbe 
minimum  and  maximum  cutoff  values  is 
converted  linearly  to  a  score  between  0  and 
100,  according  to  tbe  following  formula; 

S  =  (Max  —  V'0*100/(Mox  —  Min), 
where  S  is  score  (rounded  to  three  decimal 
points),  V  is  the  value  of  the  measure.  Max 
is  the  maximum  cutoff  value  and  Min  is  the 
minimum  cutoff  value. 


10.  Appendix  C  to  Siibpart  A  is 
revised  to  read  as  follows; 

Appendix  C  to  Subpart  A  to  Part  327 — 
Concentration  Measures 

The  concentration  measure  score  for  large 
institutions  is  the  higher  of  the  twm 
concentration  scores:  A  higher-risk  assets  to 
Tier  1  capital  and  reserves  ratio  and  a 
growth-adjusted  portfolio  concentration 
measure.  The  concentration  rnhasure  score 
for  highly  complex  institutions  takes  a  higher 
of  the  three  concentration  scores:  a  higher- 
risk  assets  to  Tier  1  capital  and  reserve  ratio, 
a  Top  20  counterparty  exposure  to  Tier  1 
capital  and  reserves  ratio,  a  largest 
counterparty  to  Tier  1  capital  and  reserves 
ratio.  The  higher-risk  assets  to  Tier  1  capital 
and  reserve  ratio  and  the  growth-adjusted 
portfolio  concentration  measure  are 
described  below. 

1.  Higher-rfsk  assets/Tier  1  Capital  and 
Reserves 

The  higher-risk  assets  to  Tier  1  capital  and 
reserves  ratio  is  the  sum  of  the 
concentrations  in  each  of  four  risk  ar  eas 
described  below  and  is  calculated  as: 


^  Amount  of  Exposure^ 
^Tierl  Capital  +  Reserves, 


Where 

H  is  institution  i’s  higher-risk  concentration 
measure  and 


A:  is  a  risk  area.*  The  four  risk  areas  (k)  are 
defined  as: 


•  Construction  and  land  development 
loans  (funded  and  unfunded); 

•  Leveraged  loans  (funded  and  unfunded); 


-'*'EAD  and  .SFTs  an?  defined  and  described  in  the 
compilation  issued  by  the  Basel  Committee  on 
Banking  Supervision  in  its  [une  2006  document, 
“International  Convergence  of  C',apital  Measurenient 


and  Capital  Standards.”  The  definitions  are 
described  in  detail  io  Annex  4  of  the  document. 
Any  updates  to  the  Basel  It  capital  treatment  of 


i.ounterparty  credit  risk  would  be  implemented  as 
they  are  adopted. 

’The  high-risk  concentration  measure  is  rounded 
to  two  decimal  points. 
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•  Nontraditional  mortgage  loans;  and 

•  Subprime  consumer  loans.  ^ 

The  risk  areas  are  defined  according  to  the 
interagency  guidance  for  a  given  product 
with  specific  modifications  made  to 
minimize  reporting  discrepancies.  The 
definitions  for  each  risk  area  are  as  follows: 

1.  Construction  and  Land  Development 
Loans:  Construction  and  development  loans 
include  construction  and  land  development 
loans  outstanding  and  unfunded 
commitments. 

2.  Leveraged  Loans:  Leveraged  loans 
include  all  commercial  loans — funded  and 
unfunded  and  securities  (e.g.,  high  yield 
bonds  meeting  any  of  the  criteria  below), 
excluding  those  securities  classified  as 
trading  book,  that  meet  any  one  of  the  ' 
following  conditions: 

•  Loans  or  securities  where  proceeds  are 
used  for  buyout,  acquisition,  and 
recapitalization; 

•  Loans  or  securities  with  a  balance  sheet 
leverage  ratio  (total  liahilities/total  assets) 
higher  than  50  percent  or  where  a  transaction 
resulted  in  an  increase  in  the  leverage  ratio 
of  more  than  75  percent.  Loans  or  securities 
where  borrower’s  operating  leverage  ratio 
({total  debt/trailing  twelve  month  EBITDA 
(earnings  before  interest,  taxes,  depreciation, 
and  amortization)  or  senior  debt/trailing 
twelve  month  EBITDA))  are  above  4. OX 
EBITDA  or  3. OX  EBITDA,  respectively.  For 
purposes  of  this  calculation,  the  only 
permitted  EBITDA  adjustments  are  those 
adjustments  specifically  permitted  for  that 
borrower  in  its  credit  agreement:  or 


•  Loans  or  securities  that  are  designated  as 
highly  leveraged  transactions  (HLT)  by 
syndication  agent."* 

For  purposes  of  the  concentration  measure, 
leveraged  loans  include  all  loans  and/or 
securitizations  that  may  not  have  been 
considered  leveraged  at  the  time  of 
origination,  but  subsequent  to  origination, 
meet  the  characteristics  of  a  leveraged  loan. 
Leveraged  loans  ini.lude  all  securitizations 
where  greater  than  50  percent  of  the  assets 
backing  the  securitization  meet  one  or  more 
of  the  preceding  criteria  of  leveraged  loans 
(e.g.,  CLOs),  with  the  exception  of  those 
securities  classified  as  trading  book. 

3.  Nontraditional  Mortgage  Loans: 
Nontraditional  mortgage  loans  includes  all 
residential  loan  products  that  allow  the 
borrower  to  defer  repayment  of  principal  or 
interest  and  includes  all  interest-only 
products,  teaser  rate  mortgages,  and  negative 
amortizing  mortgages,  with  the  exception  of 
home  equity  lines  of  credit  (HELOCs)  or 
reverse  mortgages.® 

For  purposes  of  the  concentration  measure, 
nontraditional  mortgage  loans  include 
securitizations  where  greater  than  50  percent 
of  the  assets  backing  the  securitization  meet 
one  or  more  of  the  preceding  criteria  for 
nontraditional  mortgage  loans,  with  the 
exception  of  those  securities  classified  as 
trading  book. 

4.  Subprime  Consumer  Loans:  Subprime 
loans  include  loans  made  to  boAowers  that 
display  one  or  more  of  the  following  credit 
risk  characteristics  (excluding  subprime 
loans  that  are  previously  included  as 
nontraditional  mortgage  loans): 


•  Two  or  more  3t)-day  delinquencies  in  the 
last  12  months,  or  one  or  more  60-day 
delinquencies  in  the  last  24  months; 

•  Judgment,  foreclosure,  repossession,  or 
charge-off  in  the  prior  24  months; 

•  Bankruptcy  in  the  last  5  years; 

•  Credit  bureau  risk  score  (FICO)  of  660  or 
below  (depending  on  the  product/collateral). 
or  other  bureau  or  proprietary  scores  with  an 
equivalent  default  probability  likelihood: 
and/or 

•  Debt  service-to-income  ratio  of  50 
percent  or  greater,  or  otherwise  limited 
ability  to  cover  family  living  expenses  after 
deducting  total  monthly  debt-service 
requirements  from  monthly  income.'’ 

For  purposes  of  the  concentration  measure, 
subprime  loans  include  loans  that  were  not 
considered  subprime  at  origination,  but  meet 
the  characteristics  of  subprime  subsequent  to 
origination.  Subprime  loans  also  include 
securitizations  where  more  than  50  percent 
of  assets  hacking  the  securitization  meet  one 
or  more  of  the  preceding  criteria  for  subprime 
loans,  excluding  those  securities  classified  as 
trading  book. 

2.  Grow.’th-adjusted  portfolio  concentration 
measure 

The  growth-adjusted  concentration 
measure  is  the  sum  of  the  values  of 
concentrations  in  each  of  the  seven 
portfolios,  each  of  the  values  being  first 
adjusted  for  risk  weights  and  growth.  To 
obtain  the  value  for  each  of  the  seven 
portfolios,  the  product  of  the  risk  weight  and 
the  concentration  ratio  is  first  squared  and 
then  multiplied  by  the  growth  factor.  The 
measure  is  calculated  as: 


^  Amount  of  exposure  ^ 
^  Tier  1  Capital  +  Reserves .  ^ 


*gk 


Where 

N  is  institution  i’s  growth-adjusted  portfolio 
concentration  measure;^ 
ic  is  a  portfolio; 

g  is  a  growth  factor  for  institution  i’s  portfolio 
k;  and, 

w  is  a  risk  weight  for  portfolio  k. 

The  seven  portfolios  (k)  are  defined  based 
on  the  Call  Report/TFR  data  and  they  are: 

•  First-lien  residential  mortgages  and  non¬ 
agency  residential  mortgage-backed 
securities; 


•  Closed-end  junior  liens  and  home  equity 
lines  of  credit  (HELOCs); 

•  Construction  and  land  development 
loans; 

•  Other  commercial  real  estate  loans; 

•  Commercial  and  industrial  loans; 

•  Credit  card  loans;  and 

•  Other  consumer  loans.  *■ 

The  growth  factor,  g,  is  based  on  a  three- 
year  merger-adjusted  growth  rate  for  a  given 
portfolio;  g  ranges  from  1  to  1.2  where  a  20 
percent  growth  rate  equals  a  factor  of  l  and 


an  80  percent  growth  rate  equals  a  factor  of 
1.2."*"  For  growth  rates  less  than  20 
percent,  g  is  1 ;  for  growth  rates  greater  than 
80  percent,  g  is  1.2.  For  grow  th  rates  Between 
20  percent  and  80  percent,  the  grow’th  factor 
is  calculated  as: 


-0.20) 


Where 


i.k,t 


i,k,t-l2 


- 1 ,  V  is  the  portfolio  amount  as  reported  on  the  Call 


2  All  loan  concentrations  should  include 
purchased  credit  impaired  loans. 

3  Each  loan  concentration  category  should 
exclude  the  maximum  amount  of  loans  recoverable 
from  the  U.S.  government,  its  agencies,  or 
government-sponsored  agencies,  under  guarantee  or 
insurance  provisions. 

'*  http://www.fdic.gov/news/news/press/2001  / 
pr2801.html. 


\http://www.fdic.gov/regulations/laws/federal/ 

2006/06noticeFINAL.html. 

http://www.fdic.gov/news/news/press/2001/ 

pr0901a.html. 

’’  The  growth-adjusted  portfolio  concentration 
measure  is  rounded  to  two  decimal  points. 

8  All  loan  concentrations  should  include  the  fair 
value  of  purchased  credit  impaired  loans. 

'’Each  loan  concentration  category  should 
exclude  the  maximum  amount  of  loans  recoverable 


from  the  U.S.  government,  its  agencies,  or 
government-sponsored  agencies,  under  guarantee  or 
insurance  provisions. 

’“The  cut-off  values  of  0.2  and  0.8  correspond  to 
about  45th  percentile  and  80th  percentile  among 
the  large  institutions,  respectively,  based  on  the 
data  from  2000  to  2009. 

’ '  The  growth  factor  is  rounded  to  two  decimal 
points. 
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Report/TFR  and  t  is  the  quarter  for  which 
the  assessment  is  being  determinerl. 

The  risk  weight  for  each  portfolio  reflects 
relative  peak  loss  rates  for  hanks  at  the  90th 
percentile  during  the  1990—2009  period. 
These  loss  rates  were  converted  into 
equivalent  risk  weights  as  shown  in  Table 
C.l. 

Table  C.1— 90th  Percentile  An¬ 
nual  Loss  Rates  for  1990-2009 
Period  and  Corresponding  Risk 
Weights 


Portfolio 

Loss  Rates 
{90th  1 

percentile)  j 

Risk 

weights 

(percent) 

First-Lien  Mort-  ' 

i 

1 

gages  . j 

2.3  ! 

0.5 

Second/Junior  j 

Lien  Mort- 

• 

gages  . j 

4.6  1 

0.9 

Commercial  and  ' 

j 

Industrial 

i 

(C&l)  Loans  ...  1 

5.0  i 

1.0 

Construction  and  ' 

i 

Development  | 

1 

(C&D)  Loans 

15.0  { 

3.0 

Commercial  i 

I 

Real  Estate 

1 

Loans,  exclud- 

i 

ing  C&D . 

4.3 

0.9 

Credit  Card 

! 

Loans  . 

11.8  ! 

2.4 

Other  Consumer 

! 

Loans  . 

5.9  1 

1.2 

11.  Appendix  D  to  Subpart  A  is  added 
to  read  as  follows: 


Appendix  D  to  Subpart  A  of  Part  327 — 
D^ription  of  the  Loss  Severity  Measure 
The  loss  severity  measure  applies  a 
standardized  set  of  assumptions  to  an 
institution’s  balance  sheet  for  a  given  quarter 
to  measure  possible  losses  to  the  FDIC  in  the 
event  of  an  institution’s  failure.  To  determine 
an  institution’s  loss  severity  rate,  the  FDIC 
first  uses  assumptions  about  uninsured 
deposit  and  other  unsecured  liability  runoff 
and  growth  in  insured  deposits  to  adjust  the 
size  and  composition  of  the  institution’s 
liabilities.  Assets  are  then  reduced  to  match 
any  reduction  in  liabilities.'  The  institution’s 
asset  values  are  then  further  reduced  so  that 
the  Tier  1  leverage  ratio  reaches  2  percent. ^ 
Asfset  adjustments  are  made  pro  rata  to  eisset 
categories  to  preserve  the  institution’s  asset 


composition.  Assumptions  regarding  loss 
rates  at  failure  for  a  given  asset  category  and 
the  extent  of  secured  liabilities  are  then 
applied  to  estimated  assets  and  liabilities  at 
failure  to  determine  whether  the  institution 
has  enough  unencumbered  assets  to  cover 
domestic  deposits.  Any  projected  shortfall  is 
divided  by  current  domestic  deposits  to 
obtain  an  end-of-period  loss  severity  ratio. 
The  loss  severity  measure  is  an  average  loss 
severity  ratio  for  the  three  most  recent 
quarters. 

Runoff  and  Capital  Adjustment  Assumptions 
Table  D.l  contains  run-off  assumptions. 


Table  D.l— Runoff  Rate 
Assumptions 


Liability  type 

Runoff  rate* 
(percent) 

Insured  Deposits . 

-32.0 

Uninsured  Deposits  . 

28.6 

Foreign  Deposits  . 

80.0 

Federal  Funds  Purchased  .... 

40.0 

Repurchase  Agreements . 

25.0 

Trading  Liabilities . 

50.0 

Unsecured  Borrowings  <  1 

Year . ; . 

75.0 

Unsecured  Borrowings  >  1 

Year . 

0.0 

Secured  Borrowings  <  1 

Year . 

25.0 

Secured  Borrowings  >  1 

Year . 

0.0 

Subordinated  Debt  and  Urn- 

ited  Liability  Preferred 

Stock  . 

15.0 

Other  Liabilities . 

0.0 

*  A  negative  rate  implies  growth. 


Given  the  resulting  total  liabilities  after 
runoff,  assets  are  then  reduced  pro  rata  to 
preserve  the  relative  amount  of  assets  in  each 
of  the  following  asset  categories  and  to 
achieve  a  Tier  1  leverage  ratio  of  2  percent: 

•  Cash  and  Interest  Bearing  Balances; 

•  Trading  Account  Assets; 

•  Federal  Funds  Sold  and  Repurchase 
Agreements; 

•  Treasury  and  Agency  Securities; 

•  Municipal  Securities; 

•  Other  Securities; 

•  Construction  and  Development  Loans; 

•  Nonresidential  Real  Estate  Loans; 

•  Multifamily  Real  Estate  Loans; 

•  1-4  Family  Closed-End  First  Liens; 

•  1-4  Family  Closed-End  Junior  Liens; 


•  Revolving  Home  Equity  Loans;  and 

•  Agricultural  Real  Estate  Loans. 

Recover}'  Value  of  Assets  at  Failure 

Table  D.2  shows  loss  rates  applied  to  each 
of  the  asset  categories  as  adjusted  above. 


Table  D.2— Asset  Loss  Rate 
Assumptions 


Asset  category  j 

1 

Loss  rate 
(percent) 

Cash  and  Interest  Bearing  i 

Balances  . .  | 

0.0 

Trading  Account  Assets  . 

0.0 

Fecieral  Funds  Sold  and  Re-  ^ 

purchase  Agreements .  | 

.  0.0 

Treasury  and  Agency  Securi-  j 

ties .  1 

0.0 

Municipal  Securities .  j 

10.0 

Other  Securities . j 

15.0 

Construction  and  Develop- 

ment  Loans  . 

38.2 

Nonresidential  Real  Estate 

. 

Loans  . 

17.6 

Multifamily  Real  Estate 

Loans  . 

10.8 

1-4  Family  Closed-End  First 

Liens . 

19.4 

1-4  Family  Closed-End  Jun- 

ior  Liens  . 

41.0 

Revolving  Home  Equity 

Loans  . 

41.0 

Agricultural  Real  Estate 

Loans  . 

19.7 

Agricultural  Loans  . . 

11.8 

Commercial  and  Industrial 

Loans  . 

21.5 

Credit  Card  Loans  . 

18.3 

Other  Consumer  Loans  . 

18.3 

All  Other  Loans . 

51.0 

Other  Assets . 

75.0 

Secured  Liabilities  at  Failure 
Federal  home  loan  bank  advances,  secured 
federal  funds  purchased,  foreign  deposits  and 
repurchase  agreements  are  assumed  to  be 
fully  secured. 

Loss  Severity  Ratio  Calculation 
The  FDIC’s  loss  given  failure  (LCD)  is 
calculated  as: 


LGD  _  x  (DomesticDeposits -  Recovery Valueof Assets +  SecuredLiabilitieSpj,,^,^  ) 

DomesticDeposits 


An  end-of-quarter  loss  severity  ratio  is  LGD 
divided  by  total  domestic  deposits  at  quarter- 

The  risk  weights  are  based  on  loss  rates  for 
each  portfolio  relative  to  the  loss  rate  for  C&I  loans, 
which  is  given  a  risk  weight  of  1.  The  peak  loss 
rates  were  derived  as  follows.  The  loss  rate  for  each 
loan  category  for  each  bank  wdth  over  $5  billion  in 
total  assets  was  calculated  for  each  of  the  last 
twenty  calendar  years  (1990-2009).  The  highest 


end  and  the  loss  severity  measure  for  the 


value  of  the  90th  percentile  of  each  loan  category 
over  the  twenty  year  period  was  selected  as  the 
peak  loss  rate. 

'  In  most  cases,  the  model  would  yield  reductions 
in  liabilities  and  assets  prior  to  failure.  Exceptions 
may  occur  for  institutions  primarily  funded  through 


scorecard  is  an  average  of  end-of-period  loss 
severity  ratio  for  three  most  recent  quarters. 

insured  deposits,  which  the  model  assumes  to  grow 
prior  to  failure. 

^Of  course,  in  reality,  runoff  and  capital  declines 
occur  more  or  less  simultaneously  as  an  institution 
approaches  failure.  The  loss  severity  measure 
assumptions  simplify  this  process  for  ease  of 
modeling. 
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By  order  of  the  Board  of  Directors. 

Dated  at  Washington,  DC,  this  9th  day  of 
November  2010. 
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Federal  Deposit  Insurance  Corporation. 
Robert  E.  Feldman, 

Executive  Secretary. 

[FR  Doc.  2010-29138  Filed  11-19-10;  4:15  pm] 
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LIST  OF  PUBLIC  LAWS 

This  is  a  continuing  list  of 
public  bills  from  the  current 
session  of  Congress  which 
have  become  Federal  lawfe.  It 
may  be  used  in  conjunction 
with  “PLUS”  (Public  Laws 
Update  Service)  on  202-741- 
6C43.  This  list  is  also 
available  online  at  http:// 

WWW.  archives,  gov/federal- 
register/laws.html. 

The  text  of  laws  is  not 
published  in  the  Federal 
Register  but  may  be  ordered 
in  “slip  law"  (individual 
pamphlet)  form  from  the 


Superintendent  of  Documents, 
U.S.  Government  Printing 
Office,  Washington,  DC  20402 
(phone,  202-512-1808).  The 
text  will  also  be  made 
available  on  the  Internet  from 
GPO  Access  at  http:// 
www.gpoaccess.gov/plaws/ 
index,  html.  Some  laws  may 
not  yet  be  available. 

H.R.  3619/P.L.  111-281 

Coast  Guard  Authorization  Act 
of  2010  (Oct.  15,  2010;  124 
Stat.  2905) 

S.  1510/P.L.  111-282 

United  States  Secret  Service 
Uniformed  Division 
Modernization  Act  of  2010 


(Oct.  15,  2010;  124  Stat. 
3033) 

S.  3196/P.L.  111-283 

Pre-Election  Presidential 
Transition  Act  of  2010  (Oct. 
15,  2010;  124  Stat.  3045) 

S.  3802/P.L.  111-284 

Mount  Stevens  and  Ted 
Stevens  Icefield  Designation 
Act  (Oct.  18,  2010;  124  Stat. 
3050) 

Last  List  October  18,  2010 


Public  Laws  Electronic 
Notification  Service 
(PENS) 


PENS  is  a  free  electronic  mail 
notification  service  of  newly 
enacted  public  laws.  To 
subscribe,  go  to  http:// 
listserv.gsa.gov/archives/ 
publaws-l.html 

Note:  This  service  is  strictly 
for  E-mail  notification  of  new 
laws.  The  text  of  laws  is  not 
available  through  this  service. 
PENS  cannot  respond  to 
specific  inquiries  sent  to  this 
address. 
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1998 
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1999 
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(Book  I) . 

(Book  11) . 

(Book  III)  . 
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. $63.00 

. $75.00 

George  W,  Bush 

2001 

(Book  I) . 

(Book  II) . 

. $70.00 

2002 

(Book  I) . 

(Book  II) . 

. $72.00 

. $79.00 

2003 

(Book  I) . 

(Book  II) . 

. $66.00 

. $69.00 

2004 

(Book  I) . 
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Mail  order  to:  * 
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Now  Available  Online 

through 

GPO  Access 
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Updated  Daily  by  6  a.m.  ET 


For  further  information,  contact  the  GPO  Access  User  Support  Team: 


Voice:  (202)  512-1530  (7  a.m.  to  5  p.m.  Eastern  time). 
Fax:  (202)  512-1262  (24  hours  a  day,  7  days  a  week). 
Internet  E-Mail:  gpoaccess@gpo.gov 


Order  Now! 


The  United  States  Government  Manual 
2008/2009 

As  the  official  handbook  of  the  Federal  Government,  the 
Manual  is  the  best  source  of  information  on  the  activities, 
functions,  organization,  and  principal  officials  ot  the  agencies 
of  the  legislative,  judicial,  and  executive  branches.  It  also 
includes  information  on  quasi-official  agencies  and  inter¬ 
national  organizations  in  which  the  United  States  participates. 

Particularly  helpful  for  those  interested  in  where  to  go  and 
who  to  contact  about  a  subject  of  particular  concern  is  each 
agency’s  “Sources  of  Information”  section,  which  provides 
addresses  and  telephone  numbers  for  use  in  obtaining  specifics 
on  consumer  activities,  contracts  and  grants,  employment, 
publications  and  films,  and  many  other  areas  of  citizen 
interest.  The  Manual  also  includes  comprehensive  name  and 
agency/subject  indexes. 

Of  significant  historical  interest  is  Appendix  B,  which  lists 
ihe  agencies  and  functions  of  the  Federal  Government  abolish¬ 
ed,  transferred,  or  renamed  subsequent  to  March  4,  1933. 

The  Manual  is  published  by  the  Office  of  the  Federal 
Register,  National  Archives  and  Records  Administration. 

$29  per  copy 
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Oroer  Processtng  Code 
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□  YES  ,  please 'send  me 


Charge  your  order. 

It  's  ^asy! 

To  fax  your  orders  (202)  512-2250 
Phone  >our  orders  (202)  512-1800 

copies  ef  The  United  States  Government  Manual  2008^2009. 


S.'Ts!  069-000-00168-8  at  S29  (S40.60  foreign)  each. 


Total  cost  of  my  order  is  $ - - - .  Price  includes  regular  domestic  postage  and  handling  and  is  subject  to  change. 


Please  Choose  Method  of  Payment: 

Company  or  personal  name 

(Please  type  or  print) 

lZ!  Check  Payable  to  the  Superintendent  of  Documents 
1“^ 

.Additional  address- attention  line 

' _ 1  GPO  Deposit  Account  '  |  i  I 
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Authorizing  signature 
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Purchase  order  number  (optional) 
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May  we  make  your  nameaddress  available  to  Other  mailers?  |  |  |  | 

Mail  To;  Superintendent  of  Documents 

PO.  Box  371954,  Pittsburgh,  PA  15250-7954 

Public  Laws 


111th  Congress 


Pamphlet  prints  of  public  laws,  often  referred  to  as  slip  laws,  are  the  initial  publication  of  Federal 
laws  upon  enactment  and  are  printed  as  soon  as  possible  after  approval  by  the  President. 
Legislative  history  references  appear  on  each  law.  Subscription  service  includes  all  public  laws, 
issued  irregularly  upon  enactment,  for  the  1 1 1th  Congress. 

Individual  laws  also  may  be  purchased  from  the  Superintendent  of  Documents, 
U  S.  Government  Printing  Office.  Prices  vary.  See  Reader  Aids  Section  of  the  Federal  Register 
for  announcements  of  newly  enacted  laws  or  access  the  online  database  at 
hUp://www.gpoaccess.gov/plaws/index.html 
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